MAY 31 194% . 


JUNE 1947 


TAX MAGAZINE 


COMMERCE CLEARING HOUSE PUBLICATION 


The LIFO Method 


By Jerome Tannenbaum 


ires from the Second Annual Conference 
on Federal Taxation 


JOHN P. WENCHEL 
Chief Counsel, Bureau of Internal Revenue 





FO RTH ¢C O M 


Because we may have a new Com- 
missioner—George J. Schoeneman—we 
hope to have a biographical sketch of 
him for all those tax men who like to 
know with whom they are dealing. * * 


Arnold Levy and Jerome H. Simonds 
of Washington co-author an analysis 
of “gossamer lines” in “Depletion of 
Net Profits Payments.” * * * * * 


Also “Income Tax Status of Gifts 
of Family Corporation Stock,” “Tax 
Problems in the Purchase and Sale of 
Securities,” “Pension Plans for Unin- 
corporated Bus:nesses,” plus the regular 
features—‘‘Washington Tax Talk,” “Tax 
sriefs,” “Talking Shop,” etc.—hold 
much promise for your July reading. 


oeec eee 6S Editor 
Henry L. Stewart 
Washington Editor 
Lyman L. Long 
Advisory Editor 
George T. Altman 
Business Manager 
George J. Zahringer 
Circulation Manager 
M. S. Hixson 


‘to MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws, and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per year—single copies, 50¢. 


TAXES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 
214 N. Michigan Ave., Chicago 1, Illinois. Entered as second-class matter January 13, 
1939, at the Post Office at Chicago, Illinois, under the Act of March 3, 1879. 


JUNE, 1947 VOLUME 25 NUMBER 6 





Sythe TA MAGAZINE 


Contents for 
a a nee 


Volume 25 Number 6 


Washington Tax Talk 
Tax Frauds and Voluntary Disclosures by J. P. Wenchel 485 


The LIFO Method by Jerome Tannenbaum 492 
New Sources of Income for Municipalities...........by George D. Brabson 499 


Britain Balances Her Budget. ..by Gordon Cummings 507 


Lectures from the Second Annual Conference on Federal Taxation 511 
Introduction by Charles Doren Tharp and Charles A. Morehead 512 
Tax Problems in the Operation and Sale of Real Estate 


..by Charles A. Morehead 513 
Tex Problems in the Valuation of Property..... by Thomas N. Tarleau 520 


Reorganizing To Obtain a More Aine Tax Position 
..... by J. K. Lasser 525 
Minimizing Taxes in Operating a Business..... by Mark E. Richardson 532 
Individual Income Tax Planning ...by Merle Miller 537 
Protecting the Family Through Estate Planning... by George E. Cleary 543 
Tax Problems in the Purchase and Sale of Securities... by Leslie Mills 555 
Tax Policies for Prosperity........................by Beardsley Ruml 567 
Current Books of Interest in the Field of Taxation......................... 569 
Talking Shop 


Tax Briefs 


by Lewis Gluick 571 
...by J. H. Landman 574 
577 

Aisle dniilacene ace an 

Inside back cover 


Interpretations 
State Tax Calendar. 
Federal Tax Calendar.... 


Printed in U. S. A. Title Registered U. S. Patent Office. Cover: Underwood and Underwood Photo 
Copyright, 1947, by Commerce Clearing House, Inc. 



































Our Cover 


The Chief Counsel of the Bureau of Internal 
Revenue, J. P. Wenchel, is featured on this 
month’s cover, and his important address 
before the Tax Executives Institute in New 
York, on May 14, begins on page 485. His 
speech presents the official attitude on volun- 
tary disclosures in tax fraud cases, a subject 
ably covered from the practitioner’s view- 
point by Mr. Rachlin in the April issue. 


A New Commissioner 


Joseph D, Nunan, Jr., has resigned as 
Commissioner to enter private practice. George 
J. Schoeneman, now special executive assis- 
tant to the President, and formerly Assistant 
Commissioner, has been nominated to suc- 
ceed Mr. Nunan. 


A Spanish Thorn in Uncle’s Side 


How there came to be eight states with 
the community property system of property 
ownership among forty using the common 
law system, is a saga beginning with D-Day 
of the conquistadores on this continent. Vasco 
Nunez de Balboa, Alvar Nunez Caveza de 
Vaca, Hernando Cortez, and all the others 
that followed these early explorers to the new 
world from Spain, would, no doubt, find 
the situation quite humorous where one small 
law, which they brought with them, is a 
sharp thorn in the side of Uncle Sam, costing 
him, at present rates, $200 million a year, 
and benefitting the residents of the former 
Spanish empire by that amount. 

“Well, how come we haven’t heard much 
about this situation?” 


You are going to hear more about it, 
because the common law states are getting 
hotter and hotter under the collar. Not much 
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was done about it until the last year or so, 






















because the rates have not been in the de 
stratosphere and the tax benefit of living} 2@°°S‘ 
in a community property state accrued only could 
to those husbands whose earnings were better mune 
than $10,000 a year. But now, with rates at them 
their present levels, the community property that t 
system benefits the married residents of we 
these Spanish-origin states whose earnings *! lea 
are near the $3000 level. The common law tax. (: 
states are annoyed that millions of taxpayers ty ‘ 
in Arizona, California, Idaho, Nevada, New 194; 
Mexico, Texas, Washington, and Louisiana One 
(a community property state although its § tax © 
background is French, not Spanish) dis-§ of Int 
count their income tax bills each March 15.§ threw 
Arkansas, Colorado, Kansas, Illinois, Minne- § °°" 
sota, Nebraska, Oregon, Rhode Island, South and | 
Dakota and Wyoming have taken action this tional 
year. Oregon went all the way and con- Ha 
verted to a community property system. but | 
Arkansas has passed a Senate Resolution— to w 
favoring the conversion to the Spanish sys- § Harn 
tem; Colorado has memorialized Congress } n0t, 
to do something about this inequity lest she § the s 
change to the Spanish system; Minnesota. Th 
Nebraska, South Dakota and Wyoming have | decis 
done likewise; Rhode Island has appointed | the r 
a committee to investigate the advantages | prey: 
that would accrue to its residents in the f jnco: 
event it made the change from the common erty 
law system; Illinois is also toying with the § Coy; 
idea, legislatively. Congress also is under § g {o¢ 
pressure, as is indicated by the following TI 
list of bills and joint resolutions proposing 
the extension of community property bene- J °°"S 
fits to the resident of all states: S. 550, 649, § °" ' 
776; S. J. R. 57, 74; H. R. 1759, 2002, 2043, f !owe 
2445, 2461, 2564, 2623, 2724, 2764, 3198, 3228. § Tesi 
Oklahoma’s experience is unique and in- § ' | 
dicative of the lengths the Bureau of In- § "*¥ 
ternal Revenue was willing to go in order § ‘hat 
to collect the same amount of tax on the § '° 4 
Wa: 
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same income regardless of the taxpayer’s 
state of residence. The Commissioner went 
all the way to the Supreme Court, losing in 
the lower court but winning in the highest 
court of the nation. 


When Oklahoma came into statehood, its 
politicians, for some reason, decided against 
the community property system of its Spanish 
heritage and adopted the common law sys- 
tem. It was not until recently, when its 
citizens began to make money out of the 
oil and other products of the state and the 
personal exemptions were lowered to their 
present level, that the state realized its mis- 
take. If Californians, Texans, Louisianians, 
and residents of the other community states 
could save a few dollars, so should Okla- 
homans. 


The state legislature of Oklahoma in 1939 
passed a law whereby its married couples 
could make an affidavit that they intended 
henceforth to hold their property between 
them on a community basis. This meant 
that the husband could, of course, say that 
half of his salary was to be the little woman’s, 
at least for the purpose of federal income 
tax. (Altman, “Oklahoma Community Prop- 
erty Law,” TAxEs—The Tax Magazine, June, 
1944; p. 260.) 

One husband, Harmon, filed his income 
tax return on the new basis; the Collector 
of Internal Revenue in Oklahoma promptly 
threw it out. This brought Harmon into 
court for a deficiency in his tax for the year, 
and the case served to test the constitu- 
tionality of Oklahoma’s new law. 

Harmon won the case in the lower courts; 
but when it came to the Supreme Court 
to which the Commissioner hounded him, 
Harmon lost. But the Commissioner did 
not, in precise terms, win a victory over 
the system. 

The Supreme Court rendered a very strange 
decision. While Harmon lost his case, and 
the residents of the state of Oklahoma were 
prevented under the decision from filing 
income tax returns on the community prop- 
erty basis under the original law, the Supreme 
Court, in effect, told that state how to enact 
a fool-proof law. 

This the state did in 1945; and while the 
constitutionality of the law cannot be urged 
on the basis of the legislature’s having fol- 
lowed the instructions of the high court, 
residents will very likely file their returns 
for future years under the protection of the 
new law. The Commissioner has conceded 
that the new law, and Hawaii’s, is effective 
to divide income on a communtiy basis. 


Washington Tax Talk 


While the Commissioner and the State of 
Oklahoma were having a legal battle the 
State of Oregon stood by, like the boy who 
said, “Let’s you and him fight. I’ll hold 
coats.” Oregon had in 1943 put on her books 
a law identical with that of her fighting sister 
state, and was more than mildly interested 
in the outcome of the Harmon case when 
it reached the Supreme Court. 

Oregon, however, after much wrangling 
between the Governor’s office and that of 
the Attorney General, decided on an entirely 
different course of action than that outlined 
in the opinion of the Harmon case for the 
State of Oklahoma. Oregon decided at that 
time not only to remove the elective features 
of its community property law, but to re- 
move the law altogether and, further, to ask 
the Governors of all the forty common law 
states to petition Congress to permit married 
couples in all the states to file their income 
tax returns on the community property basis. 
Up to this point Oregon had been acting 
like the fox in the fable—the grapes were 
probably sour anyway—but with federal tax 
reduction fading faster than a sunset, the 
1947 Oregon legislature decided to taste the 
grapes. It passed a community property 
law; and beginning July 5, 1947, Oregon will 
become a community property state. 

Its new law may be summarized as follows: 

All property of a spouse individually owned 
before marriage or before the effective date 
of the 1947 Act, whichever is later, and all 
property acquired afterwards by gift, devise 
or descent, or received as compensation for 
personal injuries, shall be the property of 
the individual spouse. All other property, 
including compensation for personal sevices 
acquired after marriage by either husband or 
wife, shall be considered community prop- 
erty and each spouse shall be vested with 
an undivided one-half interest therein. The 
husband has the management and control of 
all community property except the earnings 
of the wife and her income from dividends 
on her separate property and the income 
from community property, title of which is 
in her name. Neither husband nor wife may 
convey or encumber community property un- 
less the other spouse joins in the execution 
of the deed, mortgage or other instrument 
of conveyance. Dower and curtesy rights 
are abolished. Where property is conveyed 
by husband to wife or by wife to husband, 
the property so conveyed is divested of 
every claim and demand as community prop- 
erty and the property becomes the separate 
property of the grantee. Where property is 
conveyed to husband and wife, it becomes 
community property unless contrary inten- 
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tion expressly appears in the instrument of 
conveyance. 


In case of dissolution or annulment of 
marriage by decree of any court, the hus- 
band and wife shall each be vested with an 
undivided one-half interest in the community 
property as tenants in common. 


Of far more concern to all of us in our 
relations with the income tax laws of Uncle 
Sam than this by-play by states, is what 
the Treasury Department and Congress are 
going to do about this inequity in the tax 
system. 


Because of the deep roots of this law 
in the judicial system of the eight states 
of Spanish origin, and because of the treaties 
entered into between the United States and 
Mexico and the new territories at the time 
they became a part of the United States, 
the legal battle to mitigate the effects of 
the community property system on the fed- 
eral income tax law would be a long drawn- 
out affair of doubtful outcome. Because of 
this, the Treasury has come forward with 
a plan known as the Surrey Plan (Surrey, 
“Family Income and Federal Taxation,” 
Taxes—The Tax Magazine, October 1946, 
p. 980). Briefly, this plan would permit the 
husband and wife to file separate returns 
though only one of the spouses had income. 
The total income of husband and wife would 
be divided by two, and each spouse’s share 
would be subject to the rate brackets on the 
amount shown on his or her respective 
return. The essence of this plan is that it 
puts all married couples regardless of state 
of residence on the same federal income tax 


Tax Savings 
in Community Property States 


Per cent 
of sav- 
ings in 

Savings taxes 
in taxes for man 
forman and 
and wife wife 


Income Income living living in 


taxin taxin incom- commu- 

non-com-commu- munity-  nity- 

munity-_ nity- prop-prop- 
Taxable property property erty erty 
income states states states. states 
$3,000..... $ 589 $ 570 $ 19 3.2 
S5,000..... 1,045 969 76 7.2 
$10,000.... 2,508 2,090 418 16.6 
$12,000.... 3,230 2,584 646 20.0 
$16,000.... 4,940 3,724 1,216 24.6 
$24,000.... 9,082 6,460 2,622 28.8 
$30,000.... 12,559 8,987 3.752 28.3 
$50,000.... 25,479 19,285 6,194 24.3 
$100,000... 63,954 50,958 12,996 20.3 
$200,000... 148,979 127,908 21,071 + 14.1 
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basis and obviates the inequity existing for 
those married couples in common law states, 


One plan offered prior to the Surrey Plan 
was that the law be changed to require all 
married couples to file a joint income tax 
statement of their combined income. This 
is like making the whole class stay after 
school because the teacher cannot find out 
who threw the eraser as she stooped to 
pick her pencil from the floor. This sug- 
gestion follows the English system. 


But make no mistake about this. The 
community property question will be bitterly 
contested in Congress when that body gets 
around to overhauling the revenue system— 
especially if Congress decides to put the 
residents of the community property states 
on the same basis as the residents of the 
common law states rather than, as suggested 
in the Surrey Plan, putting the residents of 
the forty common law states on the same 
basis as the residents of the community 
property states. . 


In 1944 Californians paid about $900 mil- 
lion in federal income taxes and Texans $187 
million. This means that the community 
property system is reducing the take from 
these states by about $200 million a year— 
and Uncle could use that $200 million to 
advantage on the $260 billion debt he is 
carrying. 

What about the movie stars? Can they, 
too, divide their income with their respective 
spouses? Yes, like other residents of Cali- 
fornia, such stars are entitled to the benefits 
of the state law. In a single year, Bing 
Crosby earned $294,444; Fred MacMurray, 
$419,167; Don Ameche, $247,667; Bob Hope, 
$244,583; Bette Davis, $214,083; Barbara 
Stanwyck, over $300,000; Rosalind Russell, 
$202,500. And according to Treasury statis- 
tics, the following salaries were paid to top 
stars in 1944: 



































By Paramount— 


$192,944.48 to Bing Crosby 
185,416.67 to Bob Hope 
167,500.01 to Dorothy Lamour 
213,333.33 to Fred MacMurray 


By Twentieth-Century— 


$117,000.00 to Don Ameche 
197,991.24 to Charles Coburn 
172,000.00 to Betty Grable 
177,884.59 to Fred MacMurray 


By Warner Brothers— 


$207,500.00 to Charles Boyer 
125,666.67 to Barbara Stanwyck 


(Continued on page 583) 
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A COMMERCE CLEARING HOUSE PUBLICATION 


By J. P. WENCHEL 


The following address by J. P. Wenchel, 
Chief Counsel of the Bureau of Internal 
Revenue, was delivered before the annual 
dinner of the Tax Executives Institute 
at the Waldorf-Astoria hotel in New York 
City May 14, 1947 and a radio audience. 


I want to say a few plain words tonight 
about tax frauds and voluntary disclosures by 
repentant taxpayers. 


I think this subject is important particularly 
to this audience whose declaration of principles 
are: “The Tax Executives Institute stands for 
the practice of the highest ethical standards 
in the administration of tax accounting and 
procedure in the preparation of tax returns, 
reports and other presentations toward the 
establishment of confidence by management 
and tax authorities and to assist its members 
in their many problems of taxation. The 
Tax Executives Institute hereby dedicates 
itself to the observance of these principles.” 


I think this subject is important to our 
radio listeners as well because—sooner or 
later—the honest taxpayers must make up 
the revenues that the cheat evades. 


At the outset, let me make it clear that 
the tax laws define two entirely different 
kinds of tax fraud. One is criminal. The 
other is civil. Of course, a person may be 
guilty of both. But, if you keep this distinc- 
tion in mind, you will be able better to 
understand the Treasury’s policy of encour- 
aging the repentant taxpayer to clear him- 
self without criminal punishment, even though 


Tax Frauds 


and Voluntary Disclosures 


Tax Frauds 








he may be required to pay his taxes plus a 
civil money penalty for his fraud upon the 
government. 


Happily, by far the majority, of course, 
recognize their obligations and to the best 
of their ability fulfill them. There is, how- 
ever, that cross section which, while per- 
centagewise may be small, bulks large in the 
work of the Department, particularly now, 
as well as during the war years. With record 
billions in cash in circulation and high rates 
of tax, the temptation, and it is simply that, 
has been strong. Regrettably, too, tax frauds 
have not been, and are not, confined to a 
class. The sorry picture is, and you have 
seen it particularly the last few years in your 
own newspapers, that all too many in every 
line of endeavor have been trying to bilk the 
country. 


The cases run the gantlet and some of 
them are fantastic. At one end are the New 
York candy manufacturers who diverted 
twenty-five million pounds of sugar for soft 
drink purposes and then decided not to pay 
their taxes. They were caught. There are 
two interesting sidelights on that case. First, 
the twenty-five million pounds of sugar were 
the equivalent of a two-weeks’ wartime ration 
for every person in the country. Second, 
the sugar was obtained under the guise that 
it was being used in the manufacture of 
foodstuffs for Army and Navy hospitals. 


Then there is the doctor from Georgia 
whose case always appealed to me. He sent 
in a return for one year to which he attached 


485 












Vol. 25, No. 6 

















































































































































































































a statement that while he did not owe any 
taxes he felt the country had been so good 
to him he should make a contribution. He 
ended up by making quite a contribution 
because at the same time he claimed he 
owed the government nothing, he in fact 
owed thousands. 


Even the tattooing business skyrocketed 
during the war. One Hawaiian engaged in 
that business paid a young Japanese ten 
dollars to show him a simple method of 
understanding income. The method? Draw- 
ing a line halfway down the true record of 
receipts and reporting only that amount 
above the line for tax purposes. 


In another case, our examining officers 
personally observed the owner of a restau- 
rant making alterations in her records. The 
original figures were clearly revealed when 
photographed under infra-red lamp. Al- 
though reporting a modest income, she had 
invested thousands of dollars in antiques, 
single premium life insurance, and a home 
and decorations. 


Two brothers living in northern Ohio 
were “big-time” gamblers. Their illegal 
activities had gone virtually unchecked for 
years. A statement submitted with their 
pleas of guilty offered mitigating circum- 
stances—the death of a bookie with whom 
they had placed bets on behalf of a local 
banker. The entire tax evasion resulted 
from sums the brothers had received in 
horse race bets from the banker and in- 
volved several hundred thousand dollars. 
The Judge was so amazed that he remarked 
he had thought such cases happened only 
on radio programs. 


Looking back over the welter of cases, 
I have been struck continually with the 
essential stupidity of the evader. 


It is much like a school of fish swimming 
upstream. Each one pops up his head with 
what must appear to him as being an original 
method and quite foolproof. As a matter of 
fact, we have seen nothing new in the devices 
employed. All are merely variations of the 
same old themes; maybe larger, perhaps 
more grandiose, but the patterns are the 
same with only slightly changed overtones. 


Evader’'s Dilemma 


What can the man do who attempts to 
evade his just taxes? 


If he keeps a record, he is immediately 
in a dilemma, for once something is written 
down, curiously enough, some day and in 
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some way that record, or copies of it, will 
turn up in the wrong hands. Once some- 
thing goes down on paper, complications 
always set in. If a man keeps a wrong 
record, he must keep a correct one, too; and 
it is then a question only of time until 
trouble begins to boil. Witness the gentle- 
man from one of our Southern states, who 
was forced to keep one set of records for 
his partnership, one for the OPA, one for 
Internal Revenue, one for his partner, and, 
finally, one for himself. He literally became 
lost in the morass of his own paper work. 


If he keeps no record, then he deals in 
cash—-a favorite form of attempted tax 
dodging. It is favored because it appears 
to leave no trail. The converse is actually 
the case. It is as true today as it always 
has been that money can either be spent or 
allowed to rot. Once it is begun to be spent, 
it leaves a trail; and our agents can and do 
follow every trail. If it rots, no one benefits. 


Let me give you an example which occurred 
just a few months ago on the West Coast. 
Two. big-time gamblers had spent several 
years dodging the tax collector. We had 
reason to be suspicious that they were not 
paying their taxes, and they knew we were 
suspicious, Eventually both died. When their 
estates ‘were handed over to a reputable 
attorney for handling on behalf of their 
heirs, he found by means of sealed instruc- 
tions, and reported to us, over $600,000 that 
the gamblers had buried in the ground. 
Their cheating of the government never 
did them any good. They never felt safe 
to spend the money, and they could not 
take it with them. 


One thing the tax-evader never seems able 
to appreciate in these days of high taxes is 
that there is always someone comparing in- 
comes and wondering how the other fellow 
is able to live as well as he does and still 
pay his taxes. He does not seem to know 
that since 1867 there has been a provision 
of law which authorizes the Commissioner 
to pay for information leading to the dis- 
covery and recovery of additional revenue. 
The Act of March 4, 1867, now carried in 
the Internal Revenue Code as Section 3792, 
encourages informers, and the informer runs 
the ‘complete scale from disgruntled em- 
ployees to discarded wives. One of the most 
interesting cases of the latter sort occurred 
recently when a wife appeared before the 
Chief of the Intelligence Unit of the Bureau 
and stated that she wished to inform against 
her husband for evading his income tax. 
She was asked whether she had anything 
more than a suspicion and she replied that 
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she certainly did. Upon being pressed, she 
stated he had cheated on everything else, 
including her, and that it was inconceivable 
that he had not cheated the government. 
Another interesting case occurred when one 
of two partners, having had a falling out 
over some finances, appeared before a special 
agent and stated he wished to inform against 
his partner who had been evading his in- 
come tax. Upon questioning, the revenue 
agent quickly discovered that not only had 
the partner informed against evaded his in- 
come tax but the informer had also evaded; 
and, furthermore, both had connived to- 
gether to evade the income tax of the part- 
nership. 


Quite simply, attempted evasion is a dis- 
ease, a disease that has to be fought with 
strong remedies. That is why, once criminal 
fraud is discovered by our examining officers, 
the federal government is unbending and 
relentless. The law requires the prosecution 
of the tax-evader and that is what the De- 
partment recommends to the Attorney General. 


There is one important exception to that. 
The Department has broad discretionary 
power long recognized by Congress to deter- 
mine the policy and procedure for the effec- 
tive enforcement of the internal revenue 
laws. The Department, acting under that 
power, does not recommend prosecution of 
the evader who repents in time. There is 
nothing new in the position. Where the tax- 
payer makes a voluntary disclosure of inten- 
tional evasion before investigation has been 
initiated, criminal prosecution will not be 
recommended. 


Voluntary Disclosures Encouraged 


The Department has always encouraged 
voluntary disclosures. 


And what is a voluntary disclosure? A 
voluntary disclosure occurs when a taxpayer 
of his own free will and accord, and before 
any investigation is initiated, discloses fraud 
upon the government. Healthy administra- 
tion of the internal revenue laws long ago 
dictated that policy and I believe that its 
worth is obvious. 


The making of a voluntary disclosure is 
a simple thing. The taxpayer or his legal 
agent can go before any official of the Bu- 
reau of Internal Revenue or any of its field 
offices—whether it is the collector, a deputy 
collector, a revenue agent, a special agent, 
or any other responsible Treasury officer. 
There is no special form for making the 
disclosure. The simple statement that “I 
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have filed false tax returns and I want to 
make the government whole,” would con- 
stitute a complete disclosure. Of course, it 
is best usually to present an amended return 
or other written document as evidence of 
the disclosure. If possible, the disclosure 
should be accompanied by payment of the 
tax which is known to be due, but this is 
not a prerequisite. 


What kind of people make disclosures? 
They are all types—people who are honestly 
repentant, people who would rather sacrifice 
their ill-gotten gains than go to jail, small 
people, and large corporations. 


We had a good illustration recently in 
the midwest. A large produce concern, that 
had enriched itself on war contracts to 
help feed the Army, came to see the light. 
It made a complete statement to our local 
officials and paid $1,765,000 in taxes, interest 
and civil penalties in order to clear its 
record and to keep its officers out of jail. 


We have had voluntary disclosures from 
black market meat and car dealers. We 
have had similar repentances from people 
in all walks of life. Of the $3,000,000,000 
collected from taxpayers within the past 
eighteen months as a result of the current 
drive against tax evaders, $500,000,000 has 
been paid on voluntary disclosures. 


Initiation of Investigation 


Now we have said that in order to be 
considered voluntary, a disclosure must be 
made before we have initiated an investiga- 
tion in the case. Therefore, it is essential 
that we define “the initiation of an in- 
vestigation.” 


The mere record of a name does not mean 
that an investigation has been initiated. 
The fact is that examining officers through- 
out the country have thousands of names 
or possible leads. To deny the existence 
of a voluntary disclosure because we have a 
name, would be comparable to regarding 
the telephone book as a dossier of tax 
evaders. 


An investigation is initiated when a 
special agent, an Internal Revenue agent, a 
deputy collector, or other Bureau officer, 
is assigned a return for examination, or 
where an investigating officer has requested 
advice of appropriate officers of the Bureau 
with respect to the filing of a return or the 
payment of taxes. 


The time of disclosure and the time an 
investigation begins are, therefore, niatters 
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which can be ascertained with complete 
objectivity and certainty, thus’ protecting 
both the government and the taxpayer from 
decisions based on guess-work or other 
vague circumstances. To assure adherence 
to this principle, the Bureau stands ready 
at all times where a dispute may arise as 
to the time of a disclosure and the time an 
investigation was initiated to open its 
records in that regard. 


We are not concerned with the motivat- 
ing force behind an individual’s deciding 
to come in and talk to us about his evasion. 
If he “gets religion” before we have done 
anything, he will not be prosecuted. 


Before we leave this subject, let me make 
one thing clear. When we excuse a man 
from criminal prosecution because of his 
voluntary disclosure, we are not in any 
sense condoning his action. Nor are we 
letting anyone off easy. At the outset, I 
mentioned that there are two kinds of fraud, 
criminal and civil. Voluntary disclosure 
excuses a man from criminal punishment, 
but it does not excuse him from the civil 
penalties. Therefore, the public revenues 
and the public conscience are both protected 
by this policy. 


In excusing the man from criminal prose- 
cution, we are merely taking a sensible step 
to prodtce the revenue called for by law 
with the minimum cost of investigation. 
The man who makes a voluntary disclosure 
saves us a lot of money in investigating. 
In return, we can spare him a term in jail. 
This is good business from his standpoint 
and it is good business from the govern- 
ment’s standpoint. 


Civil Sanctions 


Turning to the civil sanctions for the 
protection of the revenues, although a volun- 
tary disclosure will relieve a taxpayer of 
criminal prosecution, it may not necessarily 
relieve him of the civil penalty for fraud.? The 
Department may insist upon the maximum 
civil penalties. Section 293 (b) of the Internal 
Revenue Code provides that, if any part of 
any income tax deficiency is due to fraud 
with intent to evade tax, a penalty of fifty 
per cent of the deficiency shall be added 
to the tax.” For the year 1942, the year of 
forgiveness, no part of the tax is forgiven. 
Under Section 6 of the Current Tax Pay- 





1 Satement of former Secretary Vinson, August 
21, 1945, quoted in TAXES—The Tax Magazine, 
April, 1947, p. 293. 

2Comparable penalties are found in Section 
1019 (b) for gift tax and in Section 3612 (d) (2) 
for all other taxes. 
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ment Act of 1943, it is expressly provided 
that the discharge of the tax for the year 
1942 as therein provided shall not be ap- 
plicable in any case in which the taxpayer 
is convicted of any criminal offense with 
respect to the tax for 1942 or in which addi- 
tions to the tax for the taxable year 1942 
are applicable by reason of fraud. There- 
fore, the practical result of fraud in the 1942 
return brings about not a fifty per cent 
penalty but a penalty in astronomical figures, 


Since the penalty is measured by the 
additional tax, no civil penalty can result 
from fraud unless there is a deficiency. If 
there is a deficiency, the fifty per cent pen- 
alty attaches to its entire amount if any part 
of it involves fraud.* In fact, the penalty 
reaches back and applies to the entire addi- 
tional tax which may have been paid, above 
that shown on the return, and is not limited 
to fifty per cent of the deficiency shown 
in the deficiency notice.‘ Even if the tax- 
payer has paid the entire additional tax, 
further deficiency may be asserted consist- 
ing solely of the fraud penalty. The fifty 
per cent fraud penalty and the twenty-five 
per cent penalty for delinquent filing of the 
return® may both be assessed, making a 
total penalty of seventy-five per cent, if 
both fraud and delinquency are present.’ 
On the other hand, the fraud penalty and 
the five per cent negligence penalty® are 
mutually exclusive, and the fraud penalty 
alone applies if any part of the deficiency 
was due to fraud, even if another part was 
due to negligence.® Nevertheless, since an 
act which appears fraudulent may be found 
to have been only negligent, it is not un- 
common for the Commissioner to assert a 
negligence penalty as an alternative in the 
event that the fraud should not be estab- 
lished.” It appears, however, that the 
courts will not of their own motion deter- 
mine a negligence penalty when the Com- 
missioner has asserted only fraud.” 





3 Duffin v. Lucas [3 vustc { 863], 55 F. (2d) 
786, 798 (CCA-6, 1932); L. O. 1028, 2 CB 233. 

4 Maitland A. Wilson [CCH Dec. 15,287], 7 TC 
395 (1946). 

5 Thomas J. McLaughlin [CCH Dec. 8270], 29 
BTA 247 (1933); Sol. Op. 52, 3 CB 290. 

6T. R. C. Section 291. 

t Pincus Brecher [CCH Dec. 
1108, 1110 (1933). 

8T. R. C. Section 293 (a). 

®L. O. 1028, 2 CB 233. 

10 See Thomas J. McLaughlin, supra; Lucian 
T. Wilcox [CCH Dec. 11,799], 44 BTA 373, 378 
(1941); Mabel Green [CCH Dec. 10,048-D], BTA 
Memo. Op. (1938). 

11 Duffin v. Lucas, supra; American Ideal 
Cleaning Company [CCH Dec. 8531], 30 BTA 
529 (1934); James Nicholson [CCH Dec. 9024], 
32 BTA 977, 989 (1935), aff'd on other points 
[37-2 ustc { 9397], 90 F. (2d) 978 (CCA-8, 1937). 
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It is impossible to lay down a general 
definition of fraud for purposes of applying 
the civil penalty. Mere negligence is not 
enough, of course, nor is ignorance or error 
of law.” It is not enough that the taxpayer 
was engaged in a generally fraudulent trans- 
action, such as a fraud on his employer; ”™ 
an intent or purpose to evade tax is essen- 
tial.“* A corporation may be held responsi- 
ble for the fraud of its officials, committed 
in its behalf; and its responsibility continues 
notwithstanding their death * or withdrawal 
from its business affairs.* Similarly, an 
individual taxpayer cannot insulate himself 
against liability for fraud by delegating the 
preparation of his returns to others,” the 
issue in such cases being essentially one of 
the taxpayer’s good faith.” The latter 
aspect is stressed likewise in the related 
problem of reliance upon the advice of coun- 
sel. While normally if a taxpayer acts upon 
the advice of reputable counsel, he will not 
be held liable for fraud penalties; * never- 
theless, in such cases, it must appear that 
he conveyed complete and accurate informa- 


tion to his counsel.” 


Double Jeopardy 


The fraud which incurs a civil penalty 
may be a less serious matter than that for 
which criminal prosecution is instituted, and 
there are many cases where the civil penalty 
alone is asserted. But the fact that criminal 
penalties are imposed does not relieve a 
taxpayer of the civil penalty. The Supreme 
Court has held that the purpose of the civil 
fraud penalty is not punishment but is pri- 
marily to safeguard the revenue and to re- 
imburse the government for the heavy 
expense of investigation and for the loss 
resulting from the fraud. Therefore, the 
taxpayer’s right not to be subjected to 
double jeopardy is not violated by the im- 


1210 Mertens, Law of Hederal Income Taxa- 
tion Section 55.11. 

18 National City Bank v. Helvering [38-2 ustc 
19425], 98 F. (2d) 93, 96 (CCA-2, 1938). 

4 Mertens, supra, Section 57.36; Hood v. 
Allen [41-1 ustc ] 9462], DC Ga. M. D., 1941. 

6’, Schepp Company [CCH Dec. 7419], 25 
BTA 419 (1932). 

1% Brie Coca Cola Bottling Company [CCH 
Dec. 193], 1 BTA 531 (1925). 

" M. Rea Gano [CCH Dec. 5962], 19 BTA 518, 
533 (1930); Hst. of B. P. Wickham [CCH Dec. 
6919], 22 BTA 1393 (1931), aff'd [1933 CCH 
{ 9327], 65 F. (2d) 527 (CCA-8, 1933). 

8 Griffiths v. Commissioner [2 ustc { 766], 50 
F. (2d) 782 (CCA-7, 1931); Gutterman Strauss 
Company [CCH Dec. 687], 2 BTA 433 (1925); 
M. Rea Gano, supra; Est. of B. P. Wickham, 
supra. 

1910 Mertens, supra, Section 55.27; Jemison v. 
Commissioner [2 vustc { 622], 45 F. (2d) 4 
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“as well, 


position of the civil fraud penalty after a 
prosecution for tax evasion, whether the tax- 
payer was convicted™ or acquitted of the 
crime.™ Conversely, the imposition of the 
civil penalty is no barrier to subsequent 
criminal prosecution.” 


An acquittal on the criminal charge of tax 
evasion is not res judicata with respect to 
the civil penalty, since the required degree 
of proof to sustain the criminal charge is 
greater than for the civil penalty; and the 
acquittal establishes, not that there was no 
fraud, but only that it was not proved 
beyond a reasonable doubt.” Further, such 
an acquittal is not, in a civil case, admissible 


evidence of the taxpayer’s freedom from 
fraud.” 


Admissible Evidence 


Whether a judgment of conviction for 
criminal evasion is admissible evidence of 
fraud in a civil tax case, is a matter upon 
which we have no case law. As a matter 
of principle, the weight of authority at the 
common law, as developed in our state 
jurisdictions, appears to be opposed to the 
use of criminal convictions as evidence in 
civil cases of the facts on which they were 
based.” On the other hand, a respected 
author has suggested, not only that a con- 
viction should be admissible evidence, but, 
that it should be considered res 
judicata in a civil action based upon the 
same facts, since the parties are the same 
and the facts would have been proved 
beyond a reasonable doubt in the criminal 
action.™ The application of res judicata 
in the instant situation may be questioned, 
however, in that the issue involved in a 
criminal charge of “willfully” attempting 
to “evade and defeat” the tax may not be 


(CCA-5, 1930). 

2 FE. M. Green [CCH Dec. 3756], 11 BTA 278 
(1928); Grover C. Blumer [CCH Dec. 7083], 23 
BTA 1045 (1931). 

21 Helvering v. Mitchell [38-1 ustc ] 9152], 303 
U. S. 391, 401 (1938). 

22 Hanby v. Commissioner [1933 CCH f{ 9523], 
67 F. (2d) 125 (CCA-4, 1933). 

23 Helvering v. Mitchell, supra. 

% Slick v. United States [1925 CCH f 7001], 
1 F. (2d) 897 (CCA-7, 1924). 

2% Helvering v. Mitchell, supra, at page 397. 

% William R. Scharton [CCH Dec. 8934], 32 
BTA 459, 464 (1935); cf. Stone v. United States, 
167 U. S. 178, 184 (1897). 

27 39 American Jurisprudence, Judgments Sec- 
tions 290, 293; see annotations in 31 A. L. R. 
261, 57 A. L. R. 504, 80 A. L. R. 1145, and 130 
A. L. R. 690. 


28 2 Freeman on Judgments (5th Edition) Sec- 
tion 657. 
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an issue identical with the civil “fraud” 
which must be proved in a penalty case.” 

Whatever may be the law with respect 
to the admissibility and effect of a convic- 
tion as such, there is no doubt that if the 
taxpayer entered a plea of guilty in the 
criminal case, it may be introduced in a 
civil case involving fraud penalties upon 
the theory that it constitutes an admission 
tending to prove, not the amount of the 
penalty or tax, but the fraudulent nature 
of his conduct.” On the other hand if a 
taxpayer pleads nolo contendere in the 
criminal case, it is an admission only for 
the purpose of that case and may not be 
used against him in a civil proceeding in- 
volving the same act.” 

The difference between the civil and 
criminal penalties is emphasized by the dif- 
ference in the procedure for their enforce- 
ment. The civil fraud penalty is assessed 
and collected in the same manner as a de- 
ficiency in tax, rather than through a 
criminal proceeding. The penalty is in- 
cluded in a deficiency notice; and if the 
taxpayer wishes to test its validity before 
payment he must do so in the Tax Court,” 
where, of course, the right of trial by jury 
and the other features of criminal procedure 
do not apply.” The taxpayer may not enjoin 
the collection of a civil fraud penalty duly 
assessed, any more than collection of the 
tax itself may be enjoined.* If he desires 
a jury trial on the issue of fraud, he must 
first pay the tax and penalty and then bring 
suit in the district court for refund. 


Burden of Proof 


The procedure respecting the civil pen- 
alty also is unlike a criminal proceeding in 
that it is not necessary for the Commis- 


2° Helvering v. Mitchell, supra, the question 
was expressly referred to at page 398, but a 
decision thereon was avoided. Cf. United States 
v. Scharton [3 ustc { 926], 285 U. S. 518 (1932). 

% Thomas J. McLaughlin, supra; Manassee 
Karger [CCH Dec. 10,104], 38 BTA 209, 219 
(1938); Caldwell v. Commissioner [43-1  ustc 
1 9437], 135 F. (2d) 488 (CCA-5, 1943). 

31 Barnsdall Refining Company v. Birnamwood 
Oil Company, 32 F. Supp. 308, 312; Berlin v. 
United States, 14 F. (2d) 497 (CCA-3, 1926); 
Fidelity-Phenix Fire Insurance Company of 
New York v. Murphy, 166 So. 604 (Ala. 1936); 
White et al. v. Creamer et al., 56 N. E. 832 
(Mass., 1900); People v. Daibock, 191 N. E. 859 
(N. Y. 1934); ef. Hudson et al. v. United States, 
272 U. S. 451 (1926). 

2 Gutterman Strauss Company [CCH Dec. 97], 
1 BTA 243, 246 (1924). 

33 See Helvering v. Mitchell, supra, at 401-404. 

% McDowell v. Heiner [1926 CCH { 7037], 9 F. 
(2d) 120 (DC Pa., 1925), aff’d [1927 CCH { 7059], 
15 F. (2d) 1015 (CCA-3, 1926), cert. den. (1926) 
273 U. S. 759. 

% Helvering v, Mitchell, supra, at 403; Wil- 


sioner to prove fraud beyond a reasonable 
doubt.* In fact, prior to 1928, the Board 
of Tax Appeals attached to the fraud pen- 
alty the same presumption of correctness 
that attaches to other determinations of the 
Commissioner and placed the burden of dis- 
proving fraud on the taxpayer,” although 
there were decisions even under that prior 
law to the effect that fraud is never pre- 
sumed and that the Commissioner had the 
burden of proving it.” The Revenue Act of 
1928 * expressly placed the burden of proof 
on the Commissioner “in any proceeding 
involving the issue whether the petitioner 
has been guilty of fraud with intent to 
evade tax.” The cases hold that it is not 
enough for the Commissioner to prove fraud 
by a preponderance of the evidence. The 
evidence of fraud must be “clear and con- 
vincing.” *® That requirement does not, of 
course, preclude establishing fraud by cir- 
cumstantial evidence.” It is the duty of the 
court to draw all reasonable inferences from 
the facts which are proved“ and to resort 
to the entire record in determining fraud 
regardless of which party actually produced 
the evidence.” 

The burden of proof which is thus placed 
on the Commissioner extends only to the 
issue of fraud, and the presence of a fraud 
issue does not affect the usual presumption 
that the amount of the tax was determined 
correctly.“ Thus, if issue is joined and 
neither party introduces any proof, the tax 
will be sustained but the fraud penalty will 
be disallowed.“ 


Decisions Analyzed 


An analysis of the Tax Court decisions 
for the fiscal years 1945 and 1946 indicates 


liam E. Mitchell [CCH Dec. 10,779], 40 BTA 
424, 448 (1939). 

3% Desmond’s Inc. [CCH Dec. 4927], 15 BTA 
738, 755 (1929). 

% Budd v. Commissioner [2 ustc { 570], 43 F. 
(2d) 509 (CCA-3, 1930); Jemison v. Commis- 
sioner, supra. 

38 Section 601; now I. R. C. Section 1112. 

% Frank A. Maddas [CCH Dec. 10,820], 40 
BTA 572, 57g (1939); Frank J. Moore [CCH 
Dec. 9957], 37 BTA 378, 383 (1938). 

© National City Bank of New York [CCH Dec. 
9642], 35 BTA 975, 988 (1937). 

41 McClure v. United States [43-1 ustc { 9266], 
48 F. Supp. 531, 534 (Ct. Cls. 1943). 

“22. Schepp Company, supra, page 440. 

43 John Kehoe [CCH Dec. 9253], 34 BTA 59, 
70 (1936), aff’d [40-1 ustc {| 9264], 309 U. S. 277 
(1940); Snell Isle, Inc. v. Commissioner [37-2 
ustc f 9341], 90 F. (2d); 481 (CCA-5, 1937), cert. 
den. 302 U. S. 734 (1937). But ef. Kastel v. 
Commissioner [43-1 vustc { 9490], 136 F. (2d) 
530 (CCA-5, 1943). 

44 Miller-Pocohontas Coal Company [CCH Dec. 
6660], 21 BTA 1360 (1931). 
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that during that period the Commissioner 
successfully sustained his burden of proof 
in two-thirds of the cases in which he as- 
serted the fraud penalty. During the afore- 
mentioned period twenty-one decisions 
(four by published one-judge opinions, 
seventeen by memorandum opinions) were 
rendered by the Tax Court, the Commis- 
sioner being successful in fourteen, and 
failing to sustain his burden in seven. Asa 
matter of interest it might be noted that 
on March 31, 1946, there were 155 protested 
cases involving fraud penalties pending in 
the offices of the Internal Revenue Agents 
in Charge, the greater number being in the 
New York Division (forty-nine cases) and 
the Pacific Division (twenty-seven cases). 


If the taxpayer pays the tax and penalty 
and sues for its recovery, it is an open 
question whether the burden of proof on 
the issue of fraud is on him or on the gov- 
ernment. Since the taxpayer is the plaintiff 
seeking to get the fraud penalty back and 
since there is no statute expressly shifting 
the burden of proof as there is for Tax 
Court cases, it might be. argued that the 
burden of disproving fraud is on the tax- 
payer. There is authority to the contrary, 
however.* 


The characer of the civil fraud penalty 
as a remedial device rather than a punish- 
ment is illustrated further by the fact that 
the liability for the penalty survives the 
death of the taxpayer and may be assessed 
against and collected from his estate.“ In 
appropriate cases, the Commissioner is au- 


4 Duffin v. Lucas, supra; Hood v. Allen, 
supra; cf. Vitelli & Son v. United States, 250 
U. S. 355, 358 (1919); Budd v. Commissioner, 
supra, 

4G. C. M. 22326, 1940-2, CB 159; Mim. Coll. 
No. 6123 (March 11, 1947). 

“JT, R. C. Section 3761; and see 31 Opinions 
Attorney General 459 construing the compro- 
mise power to include settlement of penalties. 

4 Ely & Walker Dry Goods Company v. United 
States [1 ustc { 423], 34 F. (2d) 429 (CCA-8, 


thorized to compromise fraud penalties, with 
the approval of the Secretary of the Treas- 
ury, the Under-Secretary or an Assistant 
Secretary. If the case has been referred to 
the Department of Justice, that power is 
exercised by the Attorney General.“ Since 
the penalty is an integral part of the tax 
liability, a compromise of the penalty is 
deemed a settlement of the tax, and no re- 
fund of the tax may be obtained subse- 
quently.* ‘ 


Conclusion 


In conclusion, it should be pointed out 
that a taxpayer can always minimize the 
possibility of the Commissioner asserting 
fraud penalties. A complete disclosure in 
his return of all the facts, even though the 
taxpayer vigorously denies any tax re- 
sponsibility, will go far toward assuring, if 
not guaranteeing, that no penalties will be 
asserted or sustained. This is not to say 
that every failure to disclose justifies the 
imputation of fraud, for the questioned item 
may be of highly doubtful character which 
the taxpayer failed to report after being 
advised by reputable counsel that there is 
no tax liability. In such a case, it may be 
that the failure to disclose is not attribu- 
table to fraudulent intent.” However, the 
only reasonably safe method is for a tax- 
payer at all times to cut “square corners” 
with his government and to submit with his 
return full information concerning any 
doubtful item. [The End] 


1929); Nelson-Wiggen Piano Company v. United 
States [36-2 ustc { 9334], 84 F. (2d) 47 (CCA-7, 
1936); Schneider v. United States [41-1 ustc 
7 9389], 119 F. (2d) 215 (CCA-6, 1941); 38 Opin- 
ions Attorney General 94, 96-97 (1933). 

*# Lorenzo C. Dilks [CCH Dec. 5040], 15 BTA 
1294 (1929); Doric Apartment Company [CCH 
Dec. 9048], 32 BTA 1187 (1935), aff’d [38-1 ustc 
19109], 94 F. (2d) 895 (CCA-6, 1938). 

50 Jemison v. Commissioner, supra, 
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State Legislatures Adjourn 


The following state legislatures have completed their regular sessions: 


Iowa April 25 Minnesota 
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April 23 Vermont April 26 





THE LIFO METHOD 


By 


JEROME TANNENBAUM 


T HE REVENUE ACT of 1938 provided 
that certain classes of taxpayers, at their 
election, could use the last-in-first-out method 
of inventorying goods. The use of the method 
was extended, under the Revenue Act of 
1939, to all taxpayers who elected to apply 
the LIFO method. 


The LIFO method may be said to effect 
a “leveling” of years of prosperity with 
years of adversity. It reduces gains in a 
rising or high market and has the practical 
effect of eliminating from taxable income 
(and taxation) the profits realized in such 
a market in so far as such profits are re- 
invested in a more costly inventory. Low- 
cost goods purchased in a low market (even 
though sold earlier in the year) are deemed 
to be on hand at the close of the year. As a 
result, the inventory valuation is less than 
it would be if it were identified with the 
goods purchased later at a higher cost. 


On the other hand, losses sustained in a 
declining or low market are, in effect, dis- 
regarded. High-cost goods, purchased in a 
high market, are deemed to be on hand for 
the closing inventory even though they were 
sold during the year. The inventory valua- 
tion is increased, therefore, and the loss 
accordingly decreased. 


Instead of the taxable year as the unit for 
computing taxable income,’ the economic 
cycle acts as the unit. Moreover, in creating 
the economic cycle as the unit of computa- 
tion, the LIFO theory ignores actualities. 


1 Zucas v. Kansas City Structural Steel Com- 
pany, 281 U. S. 264 [1930 CCH { 9312]. 





As indicated, goods known to be previously 
sold, used, lost or otherwise disposed of 
during the year are treated as being on 
hand in the closing inventory. Thus, this is 
one instance in which Congress has exalted 
artifice over reality. 


Under Section 22 (d) of the Revenue 
Act of 1938, tanners of hides and skins, and 
producers and processors of certain non- 
ferrous metals, were permitted to make an 
irrevocable election with respect to using 
the last-in-first-out method of inventorying 
their raw materials for a taxable year be- 
ginning on or after January 1, 1939.27 The 
LIFO method was applicable, for a pro- 
ducer or processor of non-ferrous metals, 
only to raw materials which were so inter- 
mingled that they could not be identified 
with specific invoices.» However, tanners 
were not restricted by such limitation. 


The materials on hand at the close of 
the taxable year were treated as including, 
first, the goods on hand at the beginning of 
the year in the order of their acquisition; 


2 Article 22 
3 Article 22 


(d)-1 (a), Regulations 101. 
(d)-1 (b), Regulations 101. 


The author, a former special attorney in the Legisla- 
tion and Regulations Division, Penal Division, and 
“Section 722” branch of the Review Division, of the 
Chief Counsel’s Office of the Bureau of Internal Rev- 
enue, is a practicing tax attorney in New York City 


492 


June, 19447 @¢ TAXES —The Tax Magazine 


and s¢ 
accor¢ 

All 
vento! 
electic 
As su 
mater 
the y 
had t 
some 
for th 

Un 
22 (d 
made 
was ! 
prior 
ing fr 
sione! 
the cl 


Th 
bodie 
Code. 

Sec 
retro 
Inter 
begin 
the re 
has: | 
use it 
ted te 
meth 
whet 
or fit 
class 
to co 


Fina 

Th 
paye 
meth 
for 1 
tax ] 
tory 
such 
bank 
hold 
quire 
quar 
use ¢ 
mine 
to a 
jecte 
to u 


+S 





and second, those acquired during the year 
according to their order of acquisition. 

All inventories, including the opening in- 
ventory for the taxable year for which the 
election was made, had to be taken at cost. 
As such, the closing inventory (of the raw 
materials) for the taxable year preceding 
the year for which the election was made 
had to be taken in at cost, even though 
some other inventory basis had been used 
for the preceding year.* 


Under the regulations relating to Section 
22 (d) of the 1938 Act, a taxpayer which 
made an election to use the LIFO method 
was required to adjust his inventories for 
prior taxable years and pay the taxes result- 
ing from such adjustments, as the Commis- 
sioner deemed necessary, in order to prevent 
the change from resulting in tax avoidance.® 


The elective inventory method was em- 
bodied thereafter in the Internal Revenue 
Code.® 


Section 219 of the Revenue Act of 1939 
retroactively amended Section 22 (d) of the 
Internal Revenue Code for taxable years 
beginning after December 31, 1938. Under 
the retroactive amendment, the LIFO method 
has been extended to all taxpayers who 
use it and apply for it. It is no longer restric- 
ted to any particular class of taxpayer. The 
method may be applied also to all goods 
whether raw materials, goods in process 
or finished products or only to a particular 
class of goods. It must, however, be adhered 
to consistently in all subsequent years." 


Financial Statements and Reports 


The 1939 Act further provided-that a tax- 
payer desiring to use the elective inventory 
method must show that (for the period 
for which the method was to be used for 
tax purposes) he had used no other inven- 
tory method for certain business purposes, 
such as credit statements, applications for 
bank loans, and interim reports to stock- 
holders, partners or beneficiaries. The re- 
quirement was strict. It applied to monthly, 
quarterly or other periodical reports. The 
use of any other inventory method to deter- 
mine income, profits or loss with respect 
to any such statements and reports sub- 
jected the taxpayer to forfeiture of his right 
to use the LIFO method? 


‘Section 22 (d) (4), 193g Act. 

5 Section 22 (d) (6), 1938 Act. 

® Section 22 (d), I. R. C. 

7Senate Finance Committee Report 648 (76th 
Congress, 1st Session), 1939-2 CB 528, Revenue 
Bill of 1939. 


8 Senate Finance Committee Report 648, 1939-2 
CB 528. 


The LIFO Method 


However, the taxpayer was permitted to 
issue reports based on the market value 
(instead of the cost) of inventoried goods. 
The following reasons form the basis for 
allowing this rule. The LIFO method spe- 
cified the order in which units are to be 
deemed included in a closing inventory. The 
first-in-first-out method likewise specifies 
the units which are deemed included in the 
closing inventory. Although the units are 
the same, their cost may vary when pur- 
chased at a different times. The total cost 
of units included in a closing inventory 
may vary under the LIFO method from 
the total cost of units included in inventory 
under the first-in-first-out method. As such, 
the inventory cost valuation differs, depend- 
ing on which method is used. However, 
the use of the LIFO method or the first-in- 
first-out method will not affect the market 
value of the units on hand. Under either 
method the market value of units acquired 
in different periods will be the same on any 
designated date after they were acquired, 
irrespective of when they were acquired. 
For example, a unit acquired in March, 1946, 
at a cost of $5, and a unit acquired in April, 
1946, at a cost of $7. have the same market 
value on June 30, 1946. The use of market 
value instead of cost in a stockholders’ report 
or a credit statement does not, therefore, 
affect the cost valuation of inventory at 
any specified time, although the method for 
determining the cost valuation does affect 
such valuation for tax purposes. 


The stiffness of the “report” requirement 
which prevented a taxpayer from using the 
LIFO method if, earlier in the year, it had 
issued a report based on another inventory 
method, was considered by Congress in 
adopting the Revenue Act of 1942. Princi- 
pally though inadvertance, many taxpayers 
made monthly or quarterly reports to their 
banks or other creditors based upon another 
method of inventory, although they had in- 
tended making their annual report on the 
LIFO basis. Such taxpayers, however, were 
prevented under the “report requirement” 
from using the LIFO method? 


Congress found those requirements and 
limitations too exacting. Under the Revenue 
Act of 1942, provision was made to permit 
the use of the LIFO method so long as all 
annual reports to shareholders, partners, or 
other proprietors, or for credit purposes, 
are made on that basis. This change was 
made retroactively applicable with respect to 
taxable years beginning after December 31, 

® House Ways and Means Committee Report 


No. 2333, p. 45, (77th Congress, 2d Session), 
Revenue Bill of 1942. 
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1938, and permitted taxpayers to exercise an 
election to use the LIFO elective inventory 
method with respect to past years.” 


In permitting this retroactive amendment, 
Congress pointed out that another require- 
ment has to be met by taxpayers using the 
elective inventory method. The Committee 
Report states that the right to use the 
method for tax purposes was also made 
subject to the general requirement of Sec- 
tion 41, to wit: that the method used be in 
conformity with the method of accounting 
regularly employed by the taxpayer in keep- 
ing his books.” 

The rule that a taxpayer is not free to 
apply the LIFO method if its general 
accounting books are not kept in conformity 
with such elective inventory method was 
first added (retroactively) to the regulations 
by Treasury Decision 5199, approved Dec- 
ember 10, 1942. 


Cost 


Another condition (carried over from the 
Revenue Act of 1938) must be observed in 
valuing inventory under the LIFO method. 
The valuation must be based on the cost of 
goods included in the inventory, even 
though the closing inventory for the pre- 
ceding year was valued at market value 
under the principle of “cost or market value, 
whichever is less” and regardless of any 
great decline in the market value of the 
inventoried goods. Thus, in determining the 
opening inventory for the taxable year for 
which the election is made, the basis for 
valuing all goods in such opening inventory 
is actual cost. 


At this point, perhaps it is expedient to 
digress for a moment to consider the legis- 
lative development of two principal bases 
for determining inventory valuation, to wit: 
(a) cost or (b) cost or market value, which- 
ever is less. This consideration also will lead 
to the consideration of what is meant by 
“cost” of goods included in the opening in- 
ventory of a taxable year for which the 
election is made to use the LIFO method. 


Inventory Valuation Bases 


It is well settled that frequently net in- 
come can be determined only through the 
proper use of inventories. This is largely 





1 Conference Report No. 2586, p. 
Congress, 2d Session), 
Amendment No. 45. 

11 House Ways and Means Committee Report 
No. 2333. p. 71 (77th Congress, 2d Session), 


38 (77th 
Revenue Act of 1942, 


Revenue Bill of 1942. 
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true of manufacturing and 


merchandise 
concerns.” 


However, Congress failed to provide any 
express authorization for the promulgation 
of rules relating to the taking of inventory 
prior to the enactment of the Revenue Act 
of 1918. Therefore, revised Regulations 33 
merely provided that instructions for the 
taking of inventories would be included in 
special regulations to be furnished upon 
application of the taxpayer to the Collector 
of Internal Revenue.” 


Under the Revenue Act of 1918, express 
statutory authorization was given to the 
Commissioner, for the first time, to require 
inventories whenever in his opinion they 
were necessary clearly to reflect income of 
the taxpayer.” 


The act prescribed two fundamental tests 
for valuing inventories. Those tests are 
still in effect. One test is that the taxpayer's 
inventory practice conform as nearly as pos- 
sible to the best accounting practice in the 
trade or business. The second test is that 


the inventory practice clearly reflect the 
income. 


Regulations 45, promulgated under the 
1918 Act, required that opening and closing 
inventories were necessary in every case in 
which the production, purchase or sale of 
goods is an income-producing factor.” This 
rule is still applicable so that net income 
can be correctly determined. 


The Bureau also adopted (in Regulations 
45) the principle that inventories could be 
valued in either of two ways, to wit: (1) 
cost or (2) cost or market value, whichever 
is lower. Taxpayers were also permitted 
to adopt the basis of “cost or market, which- 
ever is lower,” for their 1920 inventories, 
regardless of their past practice.® A basis 
once properly adopted, though, had (and 
still has) to be applied consistently by the 
taxpayer.” The rules in Regulations 45 for 
determining “cost” or “market value” have 
been substantially carried forth to the exist- 
ing regulations.” 


In drafting Article 1538 of Regulations 
62, under the Revenue Act of 1921, con- 





122 House Ways and Means Committee Report 
767 (65th Congress, 2d Session), 1939-1 CB 88. 

18 Article 91-92, Regulations 33 (revised), re- 
lating to 1916 Act as amended by 1917 Act. 

14 Section 203, Revenue Act of 1918. 

16 Article 1581, Regulations 45. 

16 Article 1582, Regulations 45. 

17 Section 29.22 (c)-2, Regulations 111. 

18 Cf. Article 1583, Regulations 45, and Section 
29.22 (c)-3, Regulations 111; Sec. 29.22 (c)-4, 
Regulations 111, and Article 1584, Regula- 
tions 45. 
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sideration was given to a case where mer- 
chandise was written down (below cost) to 


market value for a closing inventory of a- 


taxable year in conformity with the prin- 
ciple of “cost or market value.” In the 
following year the market value of the goods, 
being undisposed and on hand, increased in 
value as of the close of such later year. 
The question arose as to whether the tax- 
payer could mark up the unit’s market 
value in taking the closing inventory for the 
following year. To avoid confusion and 
controversy, the rule was written into Reg- 
ulations 62, and succeeding regulations, that 
“cost” means the inventory price of goods 
on hand at the beginning of the taxable 
year. 


This rule accomplished the following re- 
sults: 


(1) It treats the inventory valuation, 
based on market value, as the “cost” even 
though the actual cost was greater than the 
inventory valuation. 


(2) It freezes the amount to which the 
goods had been written down (i. e., market 


value) in computing any subsequent closing 
inventory. 


(3) It prevents the mark-up of the goods 
in a subsequent year even though the market 
value increased in the later year over the 
market value used in the earlier closing 
inventory. 


(4) It freezes the amount placed on obso- 
lete, damaged, broken-lot, or scrapped goods 
which had been written down for the pur- 
poses of a closing inventory, regardless of 
whether such inventory was based on (a) 
cost or (b) cost or market value. 


(5) It freezes the proportionate amount 
of management expenses attributed to the 
cost of production when an inventory is 
taken on a cost basis. 


(6) It provides consistency in the tax- 
payer’s inventory practice from year to 
year. 

However, the meaning of “cost” (repre- 
senting the opening inventory price) as pro- 
vided in the regulations appeared to conflict 
with the meaning of “cost” for the purpose 
of applying the LIFO method. Under the 
statute, the LIFO elective inventory method 
required that inventory be taken at “cost” 
without regard to market values. The reg- 
ulations, however, construed “cost” as an 
opening inventory price, and such opening 


inventory price may have been based on 
market value. 


The LIFO Method 


Did the statute (providing for the use of 
the LIFO method) mean “actual cost” or 
“opening inventory cost”? Section 19.22 
(d)-2 (3). of Regulations 103 interpreted 
the statutory requirement of “cost” under 
the LIFO method as “actual cost,” but still 
caused some confusion by providing that 
the actual cost be determined “pursuant to 
the inventory method employed by the tax- 
payer under the regulations applicable to 
the preceding taxable year.” 


On July 14, 1942, Treasury Decision 5163 
was approved. It amended Regulations 103 
to eliminate the confusion by providing that 
in computing “cost” of goods included in 
the opening inventory for the first taxable’ 
year in which the LIFO method is applied, 
the “opening inventory cost” shall be used 
except “that restoration shall be made with 
respect to any write-down to market values 
resulting from the pricing of former in- 
ventories.” 


As such, the actual cost of goods is re- 
flected in the opening inventory for the year 
in which the LIFO method is first used, 
and at the same time the rule was preserved 
for construing “cost” to be the opening 


inventory price in applying other inventory 
methods. 


First Opening Inventory 


In determining the opening inventory for 
the taxable year for which the election is 
made, the actual cost of all goods on hand 
at the beginning of the taxable year must 
be aggregated and then averaged to ascer- 
tain each unit on hand at that time.” The 
“averaging rule” is applicable, under the 
statute, only to the opening inventory of 
the year for which the LIFO election is 
made. In prescribing this rule, Congress 
deviated from the original theory of LIFO, 
which required (as aforementioned) that 
goods on hand in the opening inventory 
should be inventoried in the order of their 
acquisition.” 


Closing Inventory 


For the purpose of valuing a closing in- 
ventory, the goods on hand at the close 
of the taxable year are treated as being, 
first, those on hand in the opening inven- 
tory according to their order of acquisition 
and to the extent thereof, and, second, those 
acquired during the current year. 

19 “‘Average cost method’ under Section 22 


(d) (1) (C), I. R. C. 
» Section 22 (d) (1) (C), 1938 Act. 
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It should be noted that the 1939 Act 
omitted the limitation (contained in the 
1938 Act) that goods purchased during the 
year should be included in the closing in- 
ventory in the order of their acquisition in 
cases where there is an inventory increase on 
hand at the close of the year with respect 
to goods of a particular class. The Senate 
Finance Committee’s report stated that (1) 
goods acquired during the year may be 
treated as having been acquired in the order 
of their acquisition; or (2) their cost may 
be averaged; or (3) they may be valued 
under any other proper method of treatment, 
depending on whatever treatment is proper 
under the circumstances.” 


The regulations, therefore, prescribe that 
where the closing inventory is greater than 
the opening inventory, the taxpayer may in- 
ventory the current purchases made during 
the year in either of four ways: 


(1) By reference to the actual cost of 
goods purchased or produced during the 
year in the order of their acquisition; 


(2) By reference to the actual cost of 
goods most recently purchased or produced; 


(3) By an average cost unit valuation; or 


(4) By any other method which, in the 
Commissioner’s opinion, clearly reflects in- 
come.” 


There is no requirement, however, that spe- 
cific invoices or cost accounting records 
must be considered in determining the cost 
of the excess units in the closing inventory. 


Under the regulations, as amended by 
Treasury Decision 5504, the availability of 
either of those four methods for the cost 
determination of the inventory increase is 
“dependent upon the character of the trans- 
actions in which the taxpayer is engaged.” * 


The amended regulations provide that 
either of those methods may be applied by 
the following types of taxpayers: 


(1) Persons, such as merchants, retailers 
and jobbers, who buy their products and 
sell them without processing; 

(2) Persons engaged in the initial pro- 
duction of merchandise and its sale without 
processing; and 


(3) Manufacturers, fabricators, processors 
and others, for the purpose of determining 
the cost of an inventory increase which con- 
sists of raw materials purchased or initially 
produced by them. 


21 Report No. 64g (76th Congress, 1st Session), 


p. 6. 

22 Section 19.22 (d)-2, Regulations 103, and 
Section 29.22 (d)-2, Regulations 111. 

23 See footnote 22, supra. 
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In illustrating the first three methods for 
valuing an inventory increase, the following 
conditions are assumed in the regulations: 


The taxpayer, having made the election 
to use the LIFO method, had for 1942, an 
opening inventory of ten units which cost 
$10 per unit. In 1942 it made current pur- 
chases of ten units as follows: 


Cost per 
Month Unit Unit Total Cost 


January, 1942 .... $11 
April, 1942 12 24 
July, 1942 13 39 
October, 1942 .... 14 56 


—— 


$130 


It had a 1942 closing inventory of fifteen 
units. 


TOTALS .... 


The closing inventory for 1942 is respec- 
tively computed, under the aforementioned 
three methods, as follows: 


Most Recent Purchase Method 


Open. Inv.: 10 @ $10 = $100 
October, 1942: 4@ 14= 56 
July, 1942: 1@ 13= 13 


15 $169 


Closing Inv.: 


Totals: 15 (Units) $169 (Cost) 


Order of Acquisition Method 


10 @ $10 = $100 
1@ ll= 11 
2@ 12= 24 
2@ 13= 26 


Open. Inv.: 
January, 1942: 
April, 1942: 
July, 1942: 
15 $161 
Closing Inv.: 
Totals: 


15 (Units) $161 (Cost) 


Annual Average Method 


Open. Inv.: 10 @ $10 = $100 
Total 1942: 

Units: 10 

Cost: $130 
Average unit cost: 
(130/10 = $13) 
Unsold 1942 units: 


5 @ $13 = $ 65 


$165 
Closing Inv.: 


Totals: 15 (Units) $165 (Cost) 
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Most Recent Purchase Theory 


Under the “most recent purchase” method 
for valuing an inventory increase, the units 
purchased in the current year are considered 
as being on hand at the close of the year 
according to the imverse order of their acqui- 
sition to the extent that such units consti- 
tute an inventory increase for the year. 


According to the aforementioned “most 


recent purchase” example, the taxpayer had - 


ten units on hand at the beginning of the 
year (1942). During the year it purchased 
ten more units and sold five units. In com- 
puting its closing inventory under this rule, 
it was considered that the one unit acquired 
in January, 1942, the two units acquired 
in April, 1942, and two out of the three units 
acquired in July, 1942, were sold during the 
year and were not on hand at the close of 
that year. It was further considered that 
the remaining units acquired during the cur- 
rent year (1942) were held by the taxpayer 
at the close of the year in their inverse order 
of acquisition. 


It thus appears that the application of the 
“most recent purchase” method to a case 
where an inventory increase exists at the 
close of a taxable year involves the con- 
cocted use of a hybrid principle which com- 
bines: ‘ 

(a) The theory of first-in-first-out with 
respect to the units acquired, but disposed 
of, during the current year; and 


(b) The theory that the units acquired 
during the year, and constituting the inven- 
tory increase on hand at the close of the 
year, are deemed to be held in the closing 
inventory in the inverse order of their ac- 
quisition. 


Order of Acquisition Theory 


The foregoing illustration of the “order 
of acquisition” method discloses the applica- 
tion of the LIFO rule with respect to units 
acquired during the current year. The tax- 
payer elected to use this method for 1942; 
therefore, the closing inventory (1942) con- 
sisted of the units which comprised its open- 
ing inventory and the units acquired during 
the year (1942) according to their order of 
acquisition, to the extent that such cur- 
rently acquired units were not deemed to 
be disposed. As such, the units last ac- 
quired in 1942 were treated as being the 
first ones disposed of in computing the 
closing inventory (1942). “Last-in-first-out” 
is synonymous with this method. 


The LIFO Method 


Average Cost Unit Valuation Theory 


The “average cost unit valuation” method 
is, apparently, easy to apply. It adopts the 
principle which is applied in the computation 
of an opening inventory for the first taxable 
year for which the election is made. 


The units purchased during the current 
year are aggregated as though all were pur- 
chased at the same time. Their total actual 
cost is then determined, and the total cost 
is divided by the total number of units 
acquired during the year. The average unit 
cost is thus computed. 


In valuing the closing inventory under 
this method, the last-in-first-out rule is ap- 
plied. Thus, in the example illustrating the 
method, the taxpayer had ten units on hand 
at the beginning of the year (1942) at an 
average unit cost of $10 per unit; it acquired 
ten more units (at different times) during 
the year at an average unit cost of $13 per 
unit; it disposed of five units during the 
year, and such units were treated as though 
they were part of the ten units acquired in 
the current year (1942). The closing inven- 
tory of fifteen units (1942) was valued, 
therefore, at $165 ($65 plus $100), since five 
out of the ten units acquired in 1942 had an 
average unit cost of $13 per unit, or a total 
average cost of $65, and the ten units in- 
cluded in the opening inventory had a total 
average cost of $100. 


Use of Other Methods 


The regulations (since the enactment of 
the 1939 Act) permit, in effect, a taxpayer 
to elect to use any proper method, under 
the LIFO rule, which clearly reflects in- 
come. The use of such a method requires 
the approval of the Commissioner. 


An illustration of an “other” method which 
may properly reflect income is a case involv- 
ing “matching” of purchases and sales dur- 
ing a current year. Assume that the pur- 
chases and sales of units for each month 
are approximately the same, except that the 
units purchased in June greatly exceed the 
units sold that month. Under such circum- 
stances, the inventory at the close of the 
year will include the units contained in the 
opening inventory plus the undisposed units 
acquired in June. The closing inventory can 
then be valued by adding the cost of the 
undisposed June units to the total cost of 
the opening inventory units. 


Care should be exercised, before using 
this particular method, to ascertain in ad- 
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vance that similar “matching” will occur in 
subsequent years. Otherwise, the taxpayer 
will have difficulty in observing the re- 
quirement of consistent adherence to the 
rule for future taxable years; and a failure 
to apply the method consistently will result 
in a forfeiture of the election.” 


However, in Hutzler Brothers Company, 
8 TC —, No. 3 (January 14, 1947) [CCH Dec. 
15,547], it was held that a physical matching 
of goods in the closing inventory with the 
goods in the opening inventory is not a pre- 
requisite to the use of the LIFO method. In 
this case it was further held, in effect, that a 
department store may adapt the “retail 
method” of pricing inventories to the LIFO 
basis. Under the LIFO method the LIFO in- 
ventory is to be valued at cost. Keeping in 
mind that in department store accounting, the 
units of accounting are the different depart- 
ments in the store, the inventory at retail in 
a department is reduced to an inventory at 
cost by the use of the “retail inventory 
method.” This cost represents the average 
cost of the goods purchased during the 
current year which are in the closing in- 
ventory. 


In order to determine, for LIFO pur- 
poses, all or the portion of the opening in- 
ventory of each department to be treated as 
being on hand at the close of the taxable 
year, the goods on hand at the beginning 
and at the end of the year must be measured. 
Since the opening and closing inventories 
are stated at the price of goods at retail, 
the relationship between retail prices for the 
department at the two periods must be de- 
termined. 


To state it differently, there must be de- 
termined the amount of goods which a 
dollar at retail would buy at the beginning 
of the year and the amount of goods in the 
particular department which that dollar 
would buy at the end of the year. Accord- 
ingly, an appropriate index should be com- 
puted to reflect the change in the retail 
prices between the beginning and the end 
of the taxable year for the goods in the 
particular department. On the basis of that 
index, the difference in the percentages of 
the retail prices at the beginning and at the 
end of the year is ascertained. The differ- 
ence in percentages represents the retail 
price change. 


The total retail value 6f the closing in- 
ventory for that department is then divided 





2% Senate Finance Committee Report 648, p. 6 
(76th Congress, ist Session), Revenue Act of 
1943. 
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by the difference in percentages, that is, by 
the retail price change. The resulting amount 
represents the “equivalent retail value” at 
the beginning of the year for the goods on 
hand in the department at the end of the 
year. This “equivalent retail value” is then 
compared with the actual retail value of the 
department’s opening inventory. 


The difference between the “equivalent 
retail value” and the actual retail value at 
the beginning of the year represents the 
inventory increase or decrease. However, 
the amount of the increase or decrease is 
based upon the retail value which prevailed 
at the beginning of the year. It follows that 
the retail value of an increase at the begin- 
ning of the year has to be converted into 
the retail value of the increase at the end 
of the year. This is accomplished by multi- 
plying the retail value of the increase at 
the beginning of the year by the retail price 
index for the end of the year. 

The last mentioned amount, constituting 
the retail value of the increase at the closeg 
of the year, is translated into current cost 
through the application of the ratio of retail 
price to cost under the “retail inventory 
method.” Thus the cost valuation of the 
inventory increase may be ascertained for 
LIFO purposes. The remainder of the 
closing inventory, being treated as the goods 
on hand at the beginning of the year, is 
valued at the cost of the opening inventory. 
A similar principle is applied to compute 
the LIFO inventory where the amount of 
goods on hand has decreased. 


The method so employed effects a reduc- 
tion from the retail price level of the closing 
inventory of a department to the retail price 
level prevailing at the beginning of the year, 
thereby identifying the goods in the closing 
inventory which are deemed to have been 
in the opening inventory to the extent of the 
size of the opening inventory. The approxi- 
mate cost of the closing inventory, for LIFO 
purposes, is also determined. 
























































Goods in Process 
and Finished Goods 


The present regulations, as amended, also 
provide a special rule which is applicable 
to manufacturers, fabricators, processors and 
other producers who have adopted the LIFO 
basis for goods in process or finished goods 
where an inventory increase in those goods 
occurs. Under this rule such a taxpayer 
may use any proper method for the cost 
valuation of the inventory increase which, 
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New Sources of Income 


for Municipalities 


By GEORGE D. BRABSON 


NE OF THE OUTSTANDING anoma- 

lies of this postwar period is the 
spectacle of our major cities, suffering from 
acute financial difficulties, while a large num- 
ber of our state governments have built up 
a large and growing surplus of revenues. 
Among the cities, the complaint is practical- 
ly the same from New York to San Fran- 
cisco—more and more demands for funds 
with an almost static income—indeed in 
some cases with an income that is actually 
shrinking. 


The situation in which our larger cities 
find themselves is not unexpected. It was 
predicted a good many years ago. It might 
have become acute in the late ’thirties had 
it not been for the coming of World War II, 
and the sudden and fortuitous period of uni- 
versal prosperity that flowed into every 
corner of the land from wartime wages and 
wartime profits. 


But now, it has struck with a suddenness 
and an incisiveness which has apparently 
startled many of our citizens and caused 
them to wonder why this is happening in 
this period of continued prosperity. Our 
two largest cities, New York and Chicago, 
have been having their financial crises for 
years; but the smaller cities look upon this 
as something which went along with big- 
ness perhaps, never thinking it could hap- 
pen to them. Now it has happened—to most 
of us. 


The causes for the distress in which our 
larger cities find themselves are numerous, 
and a discussion of some of them may af- 
ford a clue as to what remedies can be ap- 
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plied. It is probably no exaggeration to 
say that by and large nearly all our major 
cities are suffering from a plain case of over- 
growth. They have simply grown beyond 
the bounds for which they were conceived 
or planned, The average American big city 
is not a city at all, but a loose cluster of a 
dozen or more separate municipalites, many 
of them having independent and diverse au- 
thorities, purposes and reasons for ex- 
istence. Cleveland, Ohio, is an aggregation 
of some fifty-five smaller cities almost com- 
pletely encircling the central core of Cleve- 
land itself. Los Angeles has fifty-six such 
satellite cities around it. Philadelphia has 
ninety-two, and so on. 


As the result of this mushroom growth, 
many problems of government, of civil au- 
thority and administration of legal jurisdic- 
tion, and of finance and operation have 
arisen. One of the outstanding problems is 
the duplication and overlapping of municipal 
functions. It requires no imagination to see 
that four or five police departments, for ex- 
ample, cannot possibly function as well as 
a single police department for the same area. 
The same is true of fire departments, street 
and highway departments, schools and pub- 
lic buildings, departments of sanitation, wa- 
ter, transportation, and so on. There are 
some cities in the United States where as 
many as four separate school systems are 
operating in a four square mile area. 


We need hardly emphasize the fact that 
this duplication and multiplying of munici- 
pal functions is inefficient and cumbersome, 
and the costs of it to the taxpayer are ex- 
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orbitant. The one element of overhead costs 
alone is a sufficient demonstration of the 
unsoundness of the present system. Large 
overhead ordinarily chargeable to the opera- 
tion of a city department is apparently an 
inevitable accompaniment of municipal ad- 
ministration, but to duplicate and multiply 
it by every new addition or town that grows 
up seems unpardonable. 


Multiple Administration 


What it amounts to is this, Every time 
a new municipality is added to a metropoli- 
tan area a whole new set of administrative 
offices and officers is created, each of which 
requires its share of the indirect costs of 
government—expenses which are an inher- 
ent part of the cost of operation of every 
separate establishment. The municipal type 
of government seems to be peculiarly sus- 
ceptible to this kind of indirect expense, 
partly because its administration is on a 
political basis rather than on an economic 
basis. 

When we investigate and look into some 
of the direct factors of cost in municipal 
administration, we become even more con- 
cerned. Utility companies have 
strated that the per capita costs of rendering 
public utility services decrease materially 
in proportion to the number of customers 
served. It ought to cost less per person to 
render utility services to one hundred 
thousand citizens than it does to ten thou- 
sand. Many of our city manager types of 
government have shown that this can be 
done. Yet we insist on maintaining separate 
corporations for all such municipal services 
in practically every case, despite these 
proven methods of reducing costs and sav- 
ing taxpayers’ dollars. 


In considering the matter of direct costs, 
the political aspects of the situation are cer- 
tain to have their influence. Regardless of 
how small a municipality may be, it is bound 
to have its own organization with office- 
holders and supporters, all more or less 
politically minded. In every case the mu- 
nicipal organization offers jobs, large and 
small, to the faithful, and a public job once 
created is almost impossible to abolish. As 
each new municipal service or department 
comes into being, new jobs are created. In 
time these municipal organizations grow 
top-heavy. As their functions increase their 
political consciousness grows apace, and 
with that their ability to keep their wages 
from falling behind the procession. 
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Every such growth is inevitably accom- 
panied by a duplication of offices, duties and 
functions with other municipal organiza- 
tions which operate in the same general area, 
In a great many cases county agencies are 
overlapped by city agencies, and city agencies 
by state agencies or federal agencies. This 
is especially true in the field of public as- 
sistance—the so-called welfare agencies, No 
governmental body seems able or willing to 
surrender its prerogatives in that field, no 
matter what the cost is to the poor taxpayer. 
In my own county there are half a dozen 
public agencies—city, state or federal—now 
handling welfare funds and relief where the 
whole business could more equitably, hon- 
estly and economically be administered by 
one agency. 


If this is true of a locality in which there 
is only one city government to deal with, 
consider the plight of our large cities with 
a dozen or more satellite municipalities. 
There the problem of overlapping functions, 
duties and costs is multiplied by the number 
of separate governmental agencies. At this 
point another factor comes into the picture— 
the factor of competitive benefits, advantages 
and services. It now becomes a matter of which 
municipality can give the most to its favor- 
seeking citizens. No city likes to be behind 
in such matters as aid to crippled chil- 
dren, aid to the aged and infirm, poor relief, 
child welfare, and so on. As a consequence, 
there is a growing spirit of competition, un- 
healthy at best, as to which municipality 
can offer its indigent the most bounteous 
form of relief—wholly apart from the merits 
of the individual cases involved. 


Competing Municipalities 


Again, and in other matters, we find the 
various satellite municipalities competing 
with each other on both sides of the ledger. 
First, they are competing with each other 
in their expenditures for the procurement 
of all the necessary items of maintenance 
and operation, which include manpower, 
services, materials and supplies. Where a 
dozen municipalities are bidding on brick 
or cement or asphalt, it seems pretty clear 
that such items must cost more than if only 
one municipality were doing all the buying 
in that area. 


Similarly, where we find twenty or thirty 
small cities clustered around a larger central 
city, it is inevitable that they find themselves 
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in competition for the revenue with which 
to operate and extend themselves. There 
is only so much revenue available from given 
sources of taxation, and it results in each 
municipality’s striving to catch all it can be- 
fore some other municipality grabs it. All 
of this does the municipalities no good, 
for it keeps larger taxpayers on the move 
and on the alert, always looking for tax con- 
cessions or some form of avoidance. 


It is likewise true that an inevitable rise 
in the cost of municipal government accom- 
panies a rapid population growth. The 
German economist, Adolph Wagner, one 
of the foremost students of governmental 
costs, pointed out over fifty years ago that 
every marked growth in urban population is 
accompanied by an accelerated increase in 
municipal costs, It is due largely to the 
disposition of urban citizens to make larger 
demands for municipal services, such as 
sanitation, water, light, heat and transpor- 
tation, as the concentration of population in- 
creases. In short, the more people there 
are in a given area, the stronger becomes 
their political influence. And it does not 
take long for political influence to be trans- 
lated into economic terms. 


We find this Wagner principle especially 
applicable in the case of cities which have 
gathered around them a ring of satellite 
municipalities. The surrounding cities make 
demand upon the big city for every sort of 
municipal service and convenience, with no 
corresponding contribution to the operation 
or to the financing of the big city. The 
very services which the big city is called 
upon to supply turn out to be drains upon 
its resources and reserves. Transportation, 
light, power, water, gas, streets and high- 
ways all burden the big city with greater 
costs of operation, while at the same time 
they encourage the migration of its citizens 
to the less congested suburban areas. 


As a result we find that the suburban 
populations in the United States, which com- 
prise our so-called metropolitan areas, have 
grown vastly in the past fifty years, while 
many of our larger cities like New York, 
Philadelphia and Cleveland have actually 
lost population. We all see evidences of 
this in the long avenues of once famous 
residences now turned to cheap boarding 
houses or dubious looking business estab- 
lishments. The value of such properties, 
no longer used for their intended pur- 
poses, continues to shrink as the population 
moves farther and farther away from them. 
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Tax rates in the city are raised to make up 
for the loss of tax revenues, and as the tax 
rates rise more and more people move out 
of the city to escape them. Again, as the 
suburban area grows, the demand for more 
and more streets, highways, utilities and mu- 
nicipal services continues to _ increase. 
Meanwhile the city proper has been losing 
both real estate values to tax, and citizens 
upon whom to levy other forms of taxation. 


Thus, we have the picture of the large 
cities in the United States fighting a losing 
battle to retain their citizens and their real 
estate values, which are the two principal 
sources of municipal revenue, and at the 
same time forced to undertake and supply 
more extensive and most costly municipal 
services under the political and economic 
pressure of the outlying communities. It 
is like the father of a large and rapidly 
growing family of stepchildren, all of whom 
start demanding college educations and silk 
underwear just about the time father is laid 
off at the factory, and now is scouting around 
for a new job. 


New Sources of Income Needed 


There must be new sources of income to 
which our municipalities can look for relief 
in the immediate future. That can no lon- 
ger be expressed as a question, for it has 
become a “must” in many, many cases. 
Either our large cities must find these new 
sources of funds, or they must abandon 
many of the services they now furnish. It 
is difficult for us to realize how numerous 
and far-reaching these services have become. 
The average large city furnishes today more 
than 200 separate services to its citizens, 
ranging from water and sewage down to ic- ° 
ing the pool for the polar bears at the zoo. 
Many of these miscellaneous services, of 
course, are superfluous. But the cost of even 
the essential municipal services has risen so 
much during the war period that it more than 
offsets any such savings. Labor costs and 
salaries of municipal workers alone have 
risen in excess of thirty per cent from 1940 


to 1946. 


When we begin to look into possible new 
sources of revenue for our cities, the pros- 
pect at first seems rather discouraging. The 
various states seem to have expropriated 
most of the available means of raising taxes 
during the last quarter century. The sub- 
urban satellite towns seem to have attracted 
the larger taxpayers, with the larger plants, 
the more expensive homes, and the fatter 
bank accounts. It begins to look as if some 
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sort of rearganization was necessary, a re- 
arrangement of tax sources more in line 
with the nature and extent of the public serv- 
ices rendered. If the cities are, in the final 
analysis, furnishing more governmental serv- 
ices than the respective states or the re- 
spective towns which surround the city, then 
it is about time we gave recognition to the 
realities of the case. 


To put it another way—where the various 
states have taken over certain fields of taxa- 
tion the revenues from which are more 
directly attributable to local origination or 
business activities, it would seem that the 
municipality in which they originate should 
share substantially in those revenues. On 
the other hand, if the large central cities 
are furnishing municipal functions and serv- 
ices to the residents of the satellite towns 
which surround them—such services as ar- 
terial streets, highways, bridges, traffic con- 
trols, schools, hospitals, police and fire 
protection, parks, playgrounds, recreational 
facilities, and so on—then some breaking 
down of the artificial lines of corporate lim- 
its between such municipal groups seems 
equitable and reasonable. 


It seems only fair to say that in many of 
our forty-eight states the legislatures have 
pre-empted most of the ordinary and ac- 
cepted fields of taxation. One of the largest 
of these is undoubtedly the field of license 
taxes or fees, Aside from the purposes of 
policing or regulating some particular type 
of activity, the economic origins of most li- 
cense taxes are now largely local. Such 
license taxes as those on tobacco and spirits, 
which were formerly levied as a matter of 
regulation, are now obviously and openly 
imposed as producers of revenue. But in 
many cases there is no longer any sumptu- 
ary justification for the states to continue 
such taxes. As a matter of fact the regula- 
tory purpose for which most such taxes are 
originally imposed, disappears with changes 
in social conditions and with the passage 
of time. 


From the economic standpoint the im- 
pact of the license taxes is geographically 
and psychologically restricted. They are 
inherently related to the place and to the 
persons where the license was exercised. 
Such taxes seem to offer the widest field for 
reconsideration of their objectives and their 
economic justification. What I am pro- 
posing is that this whole field of license 
taxes be reviewed in the light of the social 
and economic changes that have taken place, 
and with a view to a redistribution of their 
revenues. Where such taxes continue to 


serve a preponderantly regulatory purpose, 
in the interest of uniformity and enforce- 
ment they may continue in their present 
status as state imposts. On the other hand, 
where such taxes have largely lost their 
regulatory character and are now being im- 
posed for revenue purposes, they should be 
considered as fields from which the state 
should either withdraw, or allocate the taxes 
back to the place of origin on some equitable 
basis. 


As in every case of this sort, there are, of 
course, other angles to be considered. The 
regulatory character of a particular license 
tax is one, but there may be other consider- 
ations of equal importance. Among these 
would be the ability of the tax to produce 
substantial revenue, the ease and efficiency 
of collection, and the effects that the local 
administration of such a tax would have 
upon the various social groups. 


Small Areas Not Efficient 
Revenue Collectors 


In the case of certain types of taxation 
the amount of tax revenue involved may not 
be sufficient to justify a separate local ad- 
ministration, Again, it may be that the 
particular municipal taxing unit is not in a 
position efficiently to collect the tax. Ina 
recent report the Committee on State-Local 
Relations of the Council of State Govern- 
ments stated: “Small areas are not effi- 
cient revenue collectors because of their 
size.” 


Another angle to be guarded against might 
be found where the particular tax, if shifted 
from a state-wide to a local collection basis, 
would bear too heavily on a particular class 
of taxpayers, subjecting them to an undue 
part of the burden of the tax. The same 
committee cautioned, in this regard: 
“Strained attempts to raise money will have 
adverse effects that may more than offset 
the advantages that accrue from local financ- 
ing of local functions.” 


Notwithstanding these several precau- 
tions, it still seems desirable to have this 
broad field of license taxation reconsidered 
for its local tax potentialities. These are 
original and ancient forms of taxation. It 
has always seemed to the author that a sys- 
tem of taxation devised for a state at a time 
and period in which a sparse and scattered 
rural population and more or less primitive 
economic conditions were the controlling 
elements, now needs re-examination for an 
age of preponderantly urban peoples, as well 
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as to complex and highly integrated eco- 
nomic situation. 


The same is true, to a large extent, of 
the sales taxes or excise taxes which are 
imposed upon the sale of the products or the 
services sold. under such licenses. Sales 
taxes on cigars and cigarettes, margarine, 
soft drinks, pawned articles, securities, in- 
surance policies, patent medicines, wines, 
advertising, magazines, games, bowling, 
billiards, target shooting and so on, are 
clear illustrations of what was once an 
exercise of police power and has now 
become a source of state revenue. Taxes on 
tobacco have been imposed continuously by. 
the federal government since 1862, at a low 
rate until 1917, and at a consistent in- 
crease in rates since. At the beginning of 
1945, in addition to federal taxes, thirty-one 
states and eleven cities imposed sales taxes 
on tobacco. 


States Should Relinquish 
Admissions Taxes 


Admissions taxes are another field from 
which the states could well afford to with- 
draw. The relationship between admis- 
sions taxes and the local community is 
inherently so close that the two should be 
inseparable. For that reason the imposition 
of the federal taxes on admissions and dues, 
inaugurated under the Revenue Act of 1917, 
has always seemed to the author to be an 
outright invasion of privilege of local citi- 
zenship. Ninety-five per cent of such taxes 
is derived from income which has already 
been subjected to a federal income tax as 
well as to a state income tax, if any, making 
it one of the most highly taxed dollars 
owned by a taxpayer. Yet no part of the 
tax revenue from that dollar remains to 
support the community where the property 
was located or the services’ were rendered 
which produced the dollar. 


The principal arguments against such a 
proposal are based upon the theory that 
even if the states withdrew from the field, 
the municipalities would find it politically 
impractical to levy admissions taxes, and 
that the revenues in the case of many cities 
would be small. The argument of political 
expediency has, of course, been advanced 
in the case of practically all forms of taxa- 
tion. Some cities, however, are already im- 
posing admissions taxes with no undue 
political repercussions. 


The argument that the revenues from ad- 
missions taxes would not be substantial in 
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the case of many cities requires some ex- 
planation. Naturally admissions taxes im- 
posed by states and cities are not large 
revenue-producers in villages or small towns 
where few admissions are paid. But those 
are not the type of cities which are con- 
cerned, It is our larger cities that are in 
urgent need of new sources of revenue, 
and the great bulk of admissions taxes 
now being paid are collected in cities of 
fifty thousand and over. That is true be- 
cause such cities have a far greater number 
of places of public entertainment in propor- 
tion to population than do the smaller cities 
and towns. 


In this same category of privilege taxes 
might be included taxes on hotel room oc- 
cupancy, taxicab fares, parking lot privileges, 
the use of safe deposit boxes, storage ware- 
house space, and so on. All such taxes 
are subject to the same questions of politi- 
cal expediency as the tax on amusements, 
but it has not deterred a great many of 
our cities from imposing such taxes. And 
in a related field we find many cities turning 
already to taxes on amusement devices, 
such as bowling alleys, pool tables, slot ma- 
chines and pin-ball games, without much of 
an outcry from the public. 


Sales Taxes 


The imposition of sales taxes on restau- 
rant meals is in a different category and 
should be considered separately, The prin- 
cipal arguments against such a tax are 
political inexpediency and the ease of evad- 
ing the tax by going outside the city limits. 
The argument of political expediency does not 
appear to have any more weight in this connec- 
tion than in reference to admissions taxes. 
Twenty-four states are now imposing sales 
taxes, and in all except two the tax is im- 
posed on restaurant meals. But there seems 
to be as little opposition to the tax on res- 
taurant meals as to any part of the sales tax 
program. It has been “estimated that as 
few as twenty per cent of the people eat 
outside the home consistently. Sales taxes 
from restaurant meals produce about ten per 
cent of the total sales taxes collected by the 
various states. There would be even less 
opposition to such taxes if the taxpayers 
knew that the proceeds would be retained 
in the community and used for the support 
of local government. 


The question of evasion of taxes on res- 
taurant meals is a debatable one. Un- 
doubtedly there would be instances where 
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to avoid the tax. But such cases would be 
rare simply because the cost of transporta- 
tion would more than offset the amount of 
tax otherwise paid to a downtown restau- 
rant. The owners of restaurants ordinarily 
locate them in spots of greatest convenience 
to their customers; and their attention to 
that all-important success factor will rarely 
be distracted because of a small tax which 
the customer is required to pay. 


Among the other sources of revenue to 
which the cities may find it necessary to 
turn are taxes on bank deposits and ac- 
counts. Again it seems clear that such 
sources are fundamentally local in their na- 
ture. Bank deposits represent primarily the 
receipts either from earnings for services or 
from business transactions which took place 
in that locality. As long as they remain 
bank deposits they never lose their character 
as local sources. The taxes from such 
sources should, therefore, be regarded as a 
local yield which should be unaffected by 
state-wide fiscal or political policies. Some 
states have already invaded this field, and 
for administrative reasons it may not be 
advisable to withdraw from it. But the 
revenues from such sources should be allo- 
cated as nearly as possible on the basis of 
actual collections. 


It is, of course, true that a certain propor- 
tion of bank deposits and accounts is not 
truly local in nature, and should not be 
so treated. Consideration should also be 
given to those accounts which are transi- 
tory in their nature. These appear to be 
matters of enforcement, however, which 
should not prove too difficult of solution in 
view of similar questions which have arisen 
as to the interstate character of such ac- 
counts for purposes of state taxation. 


What has been said in reference to bank 
deposits and accounts has a somewhat more 
limited application to shares of banks and 
investment corporations. The situs of such 
shares may or may not be local. In the 
case of the banks in cities other than large 
metropolitan areas the ownership of such 
shares is preponderantly local. Again, it 
may be that for administrative purposes it 
would be well to allow the states to continue 
in this field. Nevertheless, it is a source of 
revenue which is inherently local in the vast 
majority of cases, and the taxes should be 
allocated back to their source, on the basis 
of collections. 


The most prolific source of new revenue 
for our cities will probably turn out to be 


restaurants would locate outside city limits ° 


the general sales tax. As a source of mu- 
nicipal revenue it has strong advocates and 
equally ardent opponents. Judged by the 
four usually accepted standards, when ap- 
plied on a state-wide basis, it has already 
prove to be an adequate producer under 
the varying conditions, comparatively simple 
of administration, with a low cost of collec- 
tion, and not unduly burdensome on any 
particular group.* 


General Sales Tax 


The general sales tax has already been 
tried out on a municipal basis in a good 
many cities. New York City has had a gen- 
eral sales tax at varying rates since 1934, 
and New Orleans since 1936, Philadelphia 
adopted a two per cent sales tax in 1938, which 
was extended in 1939 but was vetoed under po- 
litical pressure. A number of West Vir- 
ginia cities have had sales taxes for years. 
Both St. Louis and Kansas City have had 
business privilege taxes for a number of 
years based at a flat rate on gross retail 
sales, which are in essence sales taxes. There 
are now forty-six cities in California, includ- 
ing its largest cities, which impose general 
sales taxes. The rate varies from one-half 
per cent to one per cent, and the tax is col- 
lected by the state and allocated back to 
the cities on the basis of the amount of 
sales. Sales taxes are under consideration 
by a number of other California cities at the 
present time, with a strong probability of 
adoption in most of them. 


There are, of course, essential differences 
in imposing a general sales tax on a state- 
wide basis as contrasted with a municipal 
basis. As pointed out by the Committee on 
State-Local Relations of the Council of 
State Governments mentioned above, non- 
property taxes, such as the sales tax, must 
be imposed with caution because their use 
may have repercussions upon the state-local 
fiscal relations. Where, for example, the 
state is already imposing a general sales tax, 
as in California, some form of coordination 
of collection becomes almost imperative. 
Again, the integration of rates is a matter of 
importance where the state is already im- 
posing such a tax. 


The imposing of general sales taxes in all 
of our cities that are in need of tax revenues, 
on an indiscriminate basis, should not, of 
course, be advocated. That is true notwith- 





*See the author’s article on ‘‘Economic As- 
pects of State Sales and Use Taxes,’’ Bulletin 
of the National Tax Association, February, 1947. 
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standing the fact that California cities have 
adopted such taxes more or less in that 
fashion. The question of adoption of such 
a tax is one that should be approached from 
the standpoint of the particular problems of 
each municipality, having in mind their lo- 
cation, size, and their state-local relationshps. 
It seems obvious, by way of illustration, 
that where four or five cities are grouped 
in one marketing territory, it would not be 
advisable for a single one of them to adopt 
a sales tax. Again, the element of size of 
the municipality enters into the picture, 
simply because small taxing units are not 
efficient collectors of non-property taxes. 


California and Ohio 
Sales Tax Experience 


The experience of the twenty-odd states 
now imposing general sales taxes would 
seem to indicate that the availability of a 
sales tax in a particular case depends to a 
considerable extent on the character of the 
tax, the rate, the method of imposition and 
the strictness of its enforcement. The ex- 
perience of California and Ohio, states 
having almost equal populations, is a clear 
demonstration of this. 


The California Sales Tax Act became ef- 
fective on July 1, 1933; the Ohio Act, on 
January 1, 1935. The California tax is an 
occupation excise imposed upon the retailer, 
measured by the gross receipts in cash or 
credits derived from sale of personal prop- 
erty at retail. The rate was originally 214 per 
cent, but was raised to three per cent on July 1, 
1935, and again reduced to 2% per cent July 
1, 1943. The tax is imposed at a flat rate upon 
all gross receipts with few exemptions, and does 
not require issuance of any tax stamps, tokens 
or receipts. 


The Ohio Sales Tax is not an occupation 
tax upon the retailer, but a consumers’ tax 
levied upon the sale, creating a tax debt 
upon the consumer which may not be as- 
sumed by the seller. In practical effect it 
is a stamp tax upon each sale, for which 
the seller is required to issue a prepaid tax 
receipt, previously purchased for cash by 
the seller at a three per cent discount. The 
stamps are redeemable at three per cent of their 
face value. The rate is bracketed upon each 
dollar of retail sales of personal property so as 
to produce one cent of tax on sales from nine 
cents to forty cents; two cents of tax on sales 
from forty to seventy cents; and three cents 


of tax on sales from seventy cents up to each 
full dollar. 


New Sources of Income for Municipalities 


$45,067 


OHIO ===: 


It is obvious from the foregoing compari- 
son that the California tax is far simpler in 
character, in that being based simply on the 
gross receipts of the retailer, it is much 
easier to administer, audit and collect, and 
hence lends itself to prompt and adequate 
enforcement. On the other hand, the Ohio 
tax is based upon a more complex concept 
of the nature of the tax, is imposed upon a 
complicated bracket system which makes 
auditing and administration slow and 
tedious and which lends itself to actual tax 
avoidance. In addition to the cost of dis- 
counts and redemptions, the Ohio system 
is burdened with the cost of tax receipts 
and administrative costs of selling them. 


As a result of these factors, to some extent 
certainly, Ohio has suffered substantially by 
comparison with California, in the net reve- 
nues derived from sales and use taxes. This 
is true notwithstanding a reduction of the 
tax rate in California from three per cent to 
2% per cent, which has been in effect since July, 


505 





1943. The comparison in terms of amounts col- 
lected at rates applicable for selected years 
is made in the chart, page 505. 


From the comparison it is obvious that 
Ohio has not kept pace with California 
in amount of taxes collected over the period 
shown. In 1936, which was still in the 
depression period, Ohio collected approxi- 
mately fifty-eight per cent of the amount that 
California collected. Nine years later, at the 
peak of the war inflation, Ohio collected 
only forty-six per cent as much as California 
collected. There are, of course, others factors 
which undoubtedly affected those figures, such 


as the tremendous influx of defense workers 
into California, the climatic differences which 
favor year-round spending, the psychology 
of war workers in large urban concentra- 
tions, and so on. 


It is significant, however, that Ohio was 
lagging behind California in its collections 
for years even prior to the influx of defense 
workers and the development of war psy- 
chology. It should also be observed that Ohio 
was itself one of the largest producers of 
war materials and that its population was 
augmented considerably on this account 
during the war years. [The End] 


| THE LIFO METHOD—Continued from page 498 | 


in the Commissioner’s opinion, properly re- 
flects income. Thus, such taxpayers are 
given a broad leeway in adopting any prac- 
tical and reasonable procedure which pro- 
duces a proper cost for the inventory 
increase. 


Special Raw Material Method 


The regulations also authorize an election 
by a manufacturer or processor (who has 
adopted the LIFO method) to use the so- 
called “raw material method” in inventory- 
ing one or more classes of raw materials. 
Generally, this latter method permits the 
raw material to be traced into goods in 
process and finished goods, thereby preserv- 
ing the identity of the raw material at all 
times. 


In applying the method, the principle has 
been adopted that the cost of the raw ma- 
terial already subjected to processing can 
be segregated from the direct labor expenses 
and from the indirect costs incurred in or 
attributable to the processing of the goods 
which have been partially or wholly fin- 
ished. 


Conclusion 


There is no statutory prohibition of the 
use of the LIFO method by any taxpayer 
so long as that method clearly reflects 
net income. This elective method is not 
dependent upon the character of the tax- 
payer’s business or upon the exact identity 
of any of the goods in the closing and open- 
ing inventories. 


However, the election, once made, may 
not be revoked at the will of the taxpayer. 
Taxpayers who employed this method dur- 
ing the recent war years generally realized 
a tax advantage since the use of the method 
reduced profits in a rising or high market. 
Some of these taxpayers, since the termina- 
tion of war liabilities, envisage a declining 
market and may attempt, in order to avoid 
a reduction of losses which may be sustained 
in a declining or low market, to pursue 
some other inventory method. Discontinu- 
ance of the LIFO method requires the per- 
mission of the Commissioner. 


[The End] 


ne 


Treaty Negotiations with Mexico 


Arrangements have been made for an American delegation to visit Mexico 
this month to negotigate tax treaties between the United States and Mexico. 
Interested parties should communicate with Mr. Eldon P. King, Special Deputy 
Commissioner of Internal Revenue, Bureau of Internal Revenue, Washington 25, D. C. 
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Britain Balances Her Budget 


By GORDON CUMMINGS 


BRITISH JOURNALIST, FORMERLY INDUSTRIAL EDI- 
TOR OF THE INVESTERS CHRONICLE AND ASSISTANT 
FINANCIAL EDITOR OF THE LONDON DAILY HERALD 


] UDGET DAY in Britain is like Derby 

Day, Boat Race Day or the day of some 
other great national event. It is an annual 
affair in which the whole country takes an 
argumentative and, before it arrives, a 
speculatory interest. 


Between the World Wars the budget 
itself might affect the monetary and do- 
mestic affairs of only a small proportion 
of the people; yet everyone waited eagerly 
for it. During the war, ended only some 
twenty months ago, it soon began to mean 
direct effects on the pockets of the bulk of 
the British people. 


Today, with the return to so-called ways 
of peace, the budget affects the lives and 
habits of the whole nation. And, of signifi- 
cant import, it is now a circle expanding into 
the affairs of other countries. In other 
words, because of the force of economic 
circumstances, Britain’s Chancellor of the 
Exchequer has had to start writing into his 
budget items which go far beyond the limits 
of prewar domestic finance. 


Britain recently startled her own people 
arid the world by producing a budget which 
plans for a surplus on her domestic national 
accounts for the year ending on March 31, 
1948. Mr. and Mrs. John Bull are still 
pondering the reasons for this adherence to 
financial orthodoxy and at the same time 
working out how it will affect their personal 
budgets. 


Similarly, the ordinary men and women 
of other countries, who soon will be feeling 
the waves of British financial policy lapping 
their own shores, are trying to understand 
what we are attempting to achieve—and 
why. 


Why, when Britain is planning to pay 
21s. 8d. on the pound (108% cents on the 
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dollar) on her domestic budget, is she 
borrowing money from the United States 
and Canada? Why cannot she immediately 
pay the thousands of millions of sterling 
balances owing to her Dominions and other 
countries? Why is she striving to cut down 
purchases of tobacco from America? Why 
is she trying to reduce her financial com- 
mitments in Greece and Turkey? Why, a 


-dozen, a hundred, seeming paradoxes? 


Third Dalton Budget 


Most of the answers were given in the 
budget which Hugh Dalton, Britain’s Chan- 
cellor of the Exchequer, produced on April 
15. This third Dalton budget (the first was 
in October, 1945, soon after the Labor Gov- 
ernment took over, and the second in April, 
1946) was expected to produce fireworks 
and surprises. It did—with a very con- 
troversial effect. 


The highlights were a surplus, a moderate 
alleviation of income tax and a startling 
increase of almost fifty per cent in the 
tobacco duties. Chancellor Dalton, in 
planning, was determined to make a budget 
which would be an incentive as well as a 
deterrent. But before we go into the details 
of this somewhat spectacular budget, let us 
look at its background. That is the only 
way to understand what we Britons are 
doing with our home finances. 


World War II was an all-out effort for 
Britain. Everything she had was put into 
it. Towards the end it was absorbing 
almost half of all her resources; exports 
were an incidental which was given only 
the meager parts left over. Money was 
found by selling income-earning foreign 
assets and by piling up debts with many 
countries. Turned over to war needs more 
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than anywhere else, industry in Britain 
found it a burdensome task to switch sud- 
denly back to peace needs, to rebuild a 
sadly attenuated export trade and to try 
to bridge the enormous gap in overseas 
trade. Her dependence on other countries 
for a large part of her food and raw ma- 
terials underlined the vastness and urgency 
of the problem. 


She got down to the job, the most dif- 
ficult tackled by any of the Allies. Back- 
logs of domestic needs were enormous; 
equally gigantic were the bills piling up 
with other countries. Help had to be found 
to get over the transitional stages—hence, 
the American and Canadian loans. 


When the target for the first full peace 
year, 1946, was set, it was reckoned that 
the shortfall on overseas account would be 
at least £750,000,000 ($3,000,000,000). Ac- 
tually, so well did we strive and struggle 
and go without, it was only £400,000,000 
($1,600,000,000). 


Setbacks in 1947 


Then, just as the peace production ma- 
chine was reaching an even more cheerful 
speed, the fuel emergency and the snows 
and the floods of February and March 
knocked away months of hard work. A 
further effort was needed. Production must 
be boosted still further to make up the 
losses and to gain something extra; every- 
one must work harder; austere living must 
continue; and until a balance comes in sight, 
more goods than ever must be exported. 


That was not the full tally of the burden. 
Commitments and events outside Britain, 
largely beyond her control, were adding to 
the burden. The need of vast sums, mostly 
in foreign currencies, for maintenance of 
troops and organizations in Germany and 
elsewhere, and the dwindling of the dollar 
loans far faster than calculated because 
food and other prices were soaring in the 
United States and other countries, were the 
main problems. Between last July, when the 
American loan was granted, and this March, 
American prices, according to Chancellor 
Dalton’s budget speech, had risen by almost 
forty per cent. 


So this year’s British budget had to be 
fitted into a much wider plan than purely 
domestic finances. Not only has it done so, 
but, a bare twenty months after V-J Day, 
it is a balanced budget with a surplus of 8Y% 
per cent! Mr. Dalton easily and justifiably 
could have unbalanced it. Keeping in mind, 
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however, the over-all needs of today and 
the more than ever urgent need to control 
personal spending, he has been orthodox; 
the time to unbalance budgets is during a 
depression 


Total expenditure for the year to March 


31, 1948, is estimated at £3,181,000,000 
($12,724,000,000), or more than three times 
greater than in prewar years. Revenue, includ- 
ing £2,998,000,000 ($11,992,000,000) from taxa- 
tion, is put at £3,451,000,000 ($13,804,000,000), 
and the surplus at £270,000,000 ($1,080,000,000). 


In other words, the British taxpayers are 
finding 21s. 8d. on the pound (108% cents 
on the dollar), a great and courageous 
effort, in line with previous achievements in 
the fiscal field. Britain is proud of that, 
and of the fact that in the financial year 
just ended she met 17s. ld. on the pound 
(eighty-six cents on the dollar) of her 
expenditure of £3,910,000,000 ($15,640,000,000) 


out of taxes and other revenue. 


These figures, incidentally, compare with 
12s. on the pound (sixty cents on the 
dollar) found out of income for expenditure 
of £5,450,000,000 ($21,800,000,000) in the 
year to March 31, 1946, and an average of 
more than 10s. on the pound (fifty cents 
on the dollar) of the total expenditure of 
£33,400,000,000 ($133,600,000,000) during the 
seven war years to March 31, 1946. 


On these achievements, and with a net na- 
tional debt expanded from a prewar total of lit- 
tle more than £7,000,000,000 ($28,000,000,000), 
to £25,600,000,000 ($102,400,000,000), Mr. 
Dalton would have been justified in borrow- 
ing a little more—say, a modest £250,000,000 
($1,000,000,000)—-to pay his way in the cur- 
rent year. Then he could have slashed 
income tax and perhaps some other taxes, 
and would have been very popular—for a 
time. 


Reductions as Incentives 


Instead, he has limited his concessions 
to modest reductions in income tax and 
purchase taxes on some essential domestic 
goods. Those are the budget incentives to 
harder work. Now the British worker does 
not start to pay income tax until his income 
reaches £140 ($560) a year if he is single, 
£220 ($880) if he is married, £290 ($1,160) 
if he is married with one child, and £360 
($1,440) if he is married with two children. 
He has more money left after paying income 
tax, but the country does not. want him to 
spent it—rather, the reverse. 
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With more and more goods needed to 
pay for imports and other liabilities, and 
with the urgency of keeping down foreign 
purchases, surplus money must be kept from 
circulating in the home market. Unless it 
is, it will be difficult to prevent inflation. 


Britain has been told of those dangers 
very clearly. Now the budget has rammed 
the warning home—by raising certain taxes 
so that if people continue to spend money 
on nonessentials, they hand over large sums 
to the Exchequer. 


Tobacco Tax 


Smoking, it is generally agreed, is a 
luxury, though in this modern world, 
perhaps, to some extent an essential luxury. 
Britain has to buy all her tobacco abroad. 
In 1946, about eighty per cent of tobacco 
imports were bought from the United 
States at a cost of £55,000,000 ($220,000,000) 
out of precious dollar balances. America, in 
return, bought barely that amount of every- 
thing from Britain. 


British tobacco consumption has risen to 
a third more than prewar. With a big ad- 


verse balance ahead on this year’s overseas 
trade account, the cost is too much. If 
smoking is not reduced, Britain may have 
to cut her food purchases from America. 
Tobacco might have been rationed, but only 
at the expense of a colossal black market 
and infinite trouble. 


Chancellor Dalton has found a better solu- 
tion to the problem of saving tobacco 
dollars. By an unprecedented increase of 
almost fifty per cent in the tobacco duty, 
he hopes to cut smoking by twenty-five per 
cent and thus save $30,000,000 a year. This 
startling increase has made British cigarettes 
the most expensive in the world. They now 
cost, for the average cigarette, 3s. 4d. 
(sixty-seven cents) for twenty! That is an 
increase of one shilling (twenty cents). The 
issue is plain: if the British smoker wants 
to burn dollars, he must pay for the luxury. 
Americans, please note, however: this is not 
a hit at your Southern states—Britain must 
choose between food and tobacco; and, as 
already pointed out, the cost of food and 
many other essential imports has soared 
-since last July to almost snapping point. 


Londoners queue up to buy their tobacco supply before the unprecedented tax increase 
became effective ° 
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Gas and Electric Appliance Tax 


Equally realistically in line with Britain’s 
austerity needs, is the imposition of a 66% 
per cent purchase tax on gas and electric 
heating, lighting and other appliances. Coal 
is the basis of Britain’s national emergency 
drive. Too much has been wasted, and still 
is being wasted, by the use of nonessential 
gas and electrical gadgets, production of 
which has increased faster than almost any- 
thing else. By imposing a heavy tax it is 
hoped to cut home purchases and to make 
more available for export. 


Distributed Profits Tax 


Too many companies, according to Hugh 
Dalton, have been increasing their dividends 
too steeply and thus putting more money 
into circulation. Now, if directors wish to 
be overgenerous, they must give a share to 
the Treasury. Companies must pay a 12% 
per cent profits tax on their distributed 
profits against only five per cent on those 
they retain in the business. Similarly, share 
capital bonuses are to be taxed ten per cent. 


Stock market speculation, one of Mr. 
Dalton’s particular dislikes, is to pay its 
share into the tax net. Stamp duties on 
share purchases are to be doubled to two 
per cent on the cost price. Reduction of 
speculation will, it is hoped, help the gov- 
ernment plan still further to cheapen the 
cost of money. Though no debt conversion 
plans are due this year, the government will 
need large sums for housing and other na- 
tional schemes of development. The more 
cheaply that money can be borrowed, the 
cheaper will be the rent of houses and the 
cost of public services. Industry also will 
benefit. 


Cuts in Interest Rates 


One of the first things the Labor Govern- 
ment did when it took over was to reduce 
the rate of short-term interest by one-half 
per cent. This was followed by cuts in 
long-term rates, from three per cent to 2% 
per cent. Savings to date are nearly 
£40,000,000 ($160,000,000) a year—to the 
government alone. By this cut in interest, 


Dominion governments have been saved 
large sums of money, and so have British 
In the end those savings, 


local authorities. 


— eo 
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and all the others which will follow, will 
help the peoples of the British Common- 


wealth. It will not be Mr. Dalton’s fault if 
interest rates are lowered still further in 
the coming months. Cheaper money is part 
of the general over-all pattern of the pres- 
ent economic planning. 


No one realizes more clearly than does 
the British Government the potential 
dangers ahead. So far, Britain has kept 
prices and wages within reasonable bounds 
—by means of well-executed controls at the 
danger points. Other countries have not 
been so fortunate. Inflation is getting its 
vicious grip on them. Sometimes, perhaps 
this year, deflation, with all its attendant 
and wide-spreading troubles, will upset their 
equanimity. Britain is striving to insulate 
herself against the worst repercussions. 


Food and other subsidies have held 
British prices to reasonable levels. This 
year the subsidies will cost £425,000,000 
($1,700,000,000). This huge expenditure 
cannot, however, go on forever. In fact, 
many experts thought that there would be 
a heavy cut this year by taking away the 
subsidies from foods, such as eggs, bacon, 
tea and sugar, which, because of the small 
ration allowed, do not take a big part of 
the weekly family food budgets. 


These subsidies, however, are being con- 
tinued. But in a few months a new and 
more realistic approach to the question will 
be taken when a new cost of living index 
is started. The present cost of living index 
has done noble work in pegging many 
prices; but, based as it is on 1913 conditions, 
it is now hopelessly out of date. Even with 
a new cost of living index, however, Britain 
will be to a large extent in the hands of 
other countries for her standard of living. 
If prices abroad continue to rise, her buying 
will have to be reduced or she will have to 
find other means of balancing her overseas 
accounts. 


On that note, we will leave the British 
budget for 1947-1948. It has been designed 
to increase home production, to reduce 
waste, to keep spending in hand, to cut a 
heavy overseas trade deficit, to avoid infla- 
tion—and deflation—and to speed home re- 
habilitation. Time alone will prove the 
wisdom of its policy. Let it stand, in the 
meantime, that most Britons have faith in 
it and in their powers to recuperate. 


[The End] 
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CONFERENCE ON 
FEDERAL TAXATION 


rTMHE UNIVERSITY of Miami has held 

two Conferences on Federal Taxation. 
In organizing these conferences the Univer- 
sity was responding to a widespread need 
among attorneys, accountants, life insurance 
men and business executives for advanced 
instruction and guidance in the many trans- 
actions of businessmen in which tax consid- 
erations are of paramount importance. It 
is recognized today that only through con- 
stant study of definite trends and successful 
procedures in tax practice can attorneys, 
accountants, or businessmen properly pro- 
tect their own affairs and the interests of 
their clients and insure not only the best 
tax position possible but also the fullest 
provisions for tax liabilities. Like all mat- 
ters pertaining to the law, governmental 
regulations are in constant process of revi- 
sion and interpretation, and only those prac- 
titioners who are students of taxation can 
hope to feel adequate to the responsibilities 
of tax practice. 


The success of these two Conferences on 
Federal Taxation, both attended by more 
than two hundred attorneys, accountants, 
life insurance representatives and business- 
men from many states throughout the South, 
the Northeast, and the Middle West, has 
caused the University of Miami to sponsor 
this conference as an annual event. The 
first conference was held in March, 1946; 
the second conference, from which the fol- 
lowing articles were taken, was held April 
1, 2, 3 and 4, 1947; and a program for next 
year’s conference, to be held April 5, 6, 7 
and 8, will be ready by early September. 


Organized in cooperation with the director 
and members of the Planning Committee of 
the Institute on Federal Taxation of New 
York University, the emphasis of the annual 
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spring conference in Miami is placed on 
topics and problems of primary and funda- 
mental importance to anyone concerned 
with tax matters. 


The articles here collected are in some 
instances expanded beyond the form in 
which they were delivered. For various 
reasons several lectures delivered before the 
conference are not contained in this collec- 
tion. For example, the very helpful descrip- 
tion of current trends by Stanley S. Surrey, 
Tax Legislative Counsel to the United 
States Treasury Department, was in his 
opinion not of such nature as to lend itself 
to publication at this time. 


The stimulating atmosphere of the lectures 
and the forum that followed each lecture 
probably cannot be captured through the 
reading of the lectures. However, these 
articles are the formal presentation of the 
bases for discussion at the conference and 
may be helpful to many who evinced in- 
terest in the conference but for various 
reasons were unable to attend. They will 
serve also to reinforce the information gar- 
nered by those who were in attendance. 


The University of Miami acknowledges 
its gratitude to the members of the local 
Planning Committee, and especially to J. K. 
Lasser, Dean Paul A. McGhee and Harry 
J. Rudick of the New York University 
Planning Committee, as well as to the lec- 
turers who participated in the conference. 


CHARLES DOREN T:/HARP 
Dean of Administration 
University of Miami 
CHARLES A. MOREHEAD 
Attorney, Chairman, 
Miami Planning 
Committee 


Signed 


Signed 
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Tax Problems 


in the operation 
and sale of real estate 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


By CHARLES A. MOREHEAD 


ater peace sellers and owners of 
real estate too often fail to take into con- 
sideration the effect of their transactions and 
holdings upon their income, estate and gift 
taxes. The importance of tax factors in real 
estate transactions is evident from a consid- 
eration of the following approximate income 
and estate tax rates in several brackets: 


Net Income Income Tax Rate 
$ 10,000 36% 
18,000 50% 
25,000 56% 
50,000 71% 
100,000 84% 

Net Estate Above 

Exemption of $60,000 Estate Tax Rate 
$ 100,000 30% 
2,000,000 49% 
5,000,000 67% 
10,000,000 (and all above) 77% 


This discussion will embrace practical and 
‘thical methods of saving income, estate and 
gift taxes in real estate transactions in lan- 
guage that any purchaser or seller can com- 
prehend. 


Holding Title 
to Income-Producing Property 


The method of holding title to real estate, 
especially income-producing property, has 
important income and estate tax conse- 
quences too often overlooked. 


For example: A husband who is in the 
seventy-five percent income tax. bracket and 
the thirty percent estate tax bracket may 
take title in his own name to an apartment 
house worth $100,000, which produces an 
annual net income of $10,000. If his wife has 
no income or estate, and he has a life ex- 
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pectancy of, say twenty-five years, he has 
cost himself and his estate approximately 
$146,000 in income and estate taxes by tak- 
ing title in his own name rather than in his 
wife’s. This is true because he must pay a 
yearly income tax of approximately $7,500 
on his income of $10,000 from the apartment 
house. The wife’s income tax on this same 


‘$10,000 would be only about $2,500. Thus, 


if title had been taken in her name, the 
family would have saved $5,000 a year in in- 
come taxes. If the husband’s life expect- 
ancy is twenty-five years, the total saved in 
income tax during his lifetime will be 25 x 
$5,000—or $125,000. If the husband places 
title in his wife’s name, he eliminates the 
$100,000 apartment house from his estate, 
thus saving an estate tax of thirty percent 
of $100,000, or $30,000. The total tax saved 
is $125,000 income tax, plus $30,000 estate 
tax, or $155,000. The husband will be re- 
quired to pay a gift tax of approximately 
$9,000 when he places title in his wife’s name. 
Deducting this. $9,000 from the $155,000 
leaves a net tax savings of about $146,000, 
accomplished by the simple expedient of 
placing title in the name of his wife. The wife’s 
estate will pay an estate tax of only $4,800 on 
the property. 


The same tax savings may be effected by 
placing title in the name of any member of 
the family or another person who is in low 
tax brackets. 


Tax savings are also sometimes effected 
by taking title to real estate in the name of 
a corporation. This will be discussed later. 


Gifts by High-Bracket Taxpayer 


If a high-bracket taxpayer, whom, in the 
example, above we have called the husband, 
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already owns income-producing property, he 
may effect the same tax savings mentioned 
above by a gift of the property to his wife or 
other member of his family, or to any other 
person who is in low tax brackets. Such 
gifts may be made either (1) outright or (2) 
in trust. 


Among the many advantages to gifts in 
trust are the following: 


1. The donor may retain a measure of con- 
trol over the property. 


2. The trust may continue beyond the life 
of the donee. 


3. The trustee may be a better property 
manager than the person to whom the gift 
is contemplated. This is especially true 
when the gift is for the benefit of minor 
children or a wife who is unacquainted with 
the management of real estate. 


Estates by Entirety 
or Joint Tenancies 


In some states, e. g., Florida, Maryland, 
Pennsylvania,’ when husband and wife take 
title to property in their joint names a pecu- 
liar estate known as an “estate by the en- 
tirety” is created. In other states, e. g., 
Wisconsin and Illinois,?7 when any two or 
more persons, whether or not they are hus- 
band and wife, take title to property as “joint 
tenants,” an estate similar to an estate by 
the entirety is created. In both instances 
some states allow “a right of survivorship” 
to exist. This term means that the prop- 
erty is owned by the survivor upon the death 
of either tenant. These rules and their tax 
consequences do not apply to “tenancies in 
common.” ® 

There are usually certain advantages to 
the creation of estates by the entirety and 
joint tenancies: 


1. The property is not subject to devise 
by will. It is not even included in the pro- 
bate of the estate of the decedent, but be- 
comes the property of the survivor by 
operation of law. 

2. The property usually is not liable for 
the debts of either party individually, but 
only for the joint debt of both titleholders. 
These advantages often induce lawyers, real 
estate brokers and others to advise pur- 
chasers of real estate to hold property under 
such tenancies. 

The following income, estate, and gift tax 
disadvantages of thus holding title to prop- 
erty usually far outweigh the advantages: 





1289 U. S. 109; 28 BTA 640. 
21. T. 3754; 68 F. (2d) 995; G. C. M. 6677. 
3’ Regulations 105, Section 81.22. 


Income Tax Disadvantages 


The income tax disadvantages of these 
types of tenancies result from the fact that 
the cost basis of the property to the sur- 
vivor for computing gain, loss or depre- 
ciation, is its adjusted original cost * instead 
of its market value at the date of death of 
the first of the tenants to die, as would have 
been the cost basis had the property been 
owned solely by the decedent.’ An example 
will illustrate this disadvantage: 


(a) Assume that a husband purchased real 
estate as an estate by the entirety for $50,000. 
At the time of his death this property is 
worth $250,000. His wife sells it shortly 
after his death for $250,000. If title to the 
property had been taken in the husband’s 
name, the cost basis to the wife would have 
been the market value of the property at the 
husband’s death, or $250,000. The wife 
would not have been required to pay any in- 
come tax at all upon the sale of the prop- 
erty for $250,000. However, because the 
husband took title to the property as an 
estate by the entirety, the wife must pay a 
capital gain tax on approximately the differ- 
ence between the $50,000 cost of the prop- 
erty to the husband (disregarding deprecia- 
tion) and the $250,000 selling price, or 
$200,000. The capital gain tax she unneces- 
sarily paid soley because of the estate by the 
entirety, is twenty-five percent of $200,000, 
or $50,000.° 


(b) The wife’s basis for depreciation is 
the adjusted cost to the husband ($50,000 
less allowable depreciation).’ It would have 
been the market value at the husband’s death 
($250,000), had title been taken in the hus- 
band’s name alone. 


Such estates sometimes may accomplish 
an income tax saving, and may, therefore, be 
advisable, when the taxpayer is reasonably 
certain that the property will materially de- 
crease in value prior to his death. 


Estate Tax Disadvantages 


The income tax law contains a special 
provision (I. R. C. Section 81le) applicable 
to such tenancies. Under this provision the 
full value of the property at the date of the 
death of the first of the tenants to die 
($250,000 in the above example) is taxed in 
the decedent’s estate. This tax can be 





4289 U. S. 109; I. T. 1635. 

5 Section 113 (a) 5, I. R. C. 

6]. T. 3754 and 3785; 27 BTA 282, dism’d 68 
F. (2d) 995; G. C. M. 6677; 289 U. S. 109; 28 
BTA 640. 

7289 U.S. 109. 
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avoided only if the survivor can prove that 
he or she paid for the property. If the sur- 
vivor furnished only a part of the consid- 
eration for the purchase of the property, the 
tax will be proportionately reduced.* The 
property is taxed again in the estate of the 
survivor upon his or her death. 


If the death of one of the tenants occurs 
a considerable length of time after the pur- 
chase of the property, it is sometimes very 
dificult to prove to the government that the 
survivor purchased the property with his or 
her own funds or contributed to the pur- 
chase price. This is especially true when the 
titleholders maintained a joint bank account, 
as is frequently done by husband and wife, 
from which the property was purchased or 
mortgages upon it were liquidated, or when 
complete records have not been preserved, 
as usually happens. The burden of proof in 
all such cases is upon the survivor and not 
upon the government.® 


Gift Tax Disadvantage 


When a husband pays for real estate with 
his own funds and takes title to it in the 
name of himself.and his wife, the Commis- 
sioner construes this as a gift from the hus- 
band to the wife, to be valued as provided 
in the Regulations.” The value of the gift 
is usually about one-half the value of the 
property when the life expectancies of the 
husband and wife are about the same. This 
gift tax must be paid upon the value of the 
gift at the time title is acquired by husband 
and wife. This part of the gift tax law sel- 
dom is observed by taxpayers. It is appall- 
ing to think of the amount of gift tax that 
might be owed should Treasury agents de- 
cide to search the records of deeds and as- 
sess gift taxes against the husband in all 
such cases. 


Such tenants are usually permitted to di- 
vide the income from the property between 
themselves for income tax purposes and thus 
save income tax." However, they may do 
the same and also avoid tax disadvantages 
we have mentioned by (a) designating them- 
selves as tenants in common (see text at 
footnote 3), or (b) dividing their income- 
producing property into parcels, conveying 
some to one tenant and some to the other. 


In view of the foregoing tax disadvantages 
of estates by the entirety and joint tenancies, 
it is usually advisable for taxpayers to avoid 





8 CCH Federal Estate and Gift Tax Reporter 
1 3445 et seq. 

® Regulations 105, Section 81.22. 

10 Regulations 86.19h. 

114 TC 1260; 7 TC 142; I. T. 3235, 3783, 3796. 
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‘his other income.” 





them, and to own property in their indi- 
vidual names, or as tenants in common. 


Utilizing Capital Gain 
Income Tax Rates 


The present high individual income tax 
rates render the accumulation of a substan- 
tial estate from the earnings of a business 
almost impossible. 


For example: A taxpayer who earns 
$100,000 per year from a business must pay 
about $64,000 in income taxes. However, 
Congress has given preferential tax treat- 
ment to profits made from the purchase and 
sale of real estate and other capital assets. 
The maximum tax upon such profits is 
usually twenty-five percent where the prop- 
erty is held for more than six months.” 
Thus, if the same taxpayer earns $100,000 
from the purchase and sale of real estate, his 
taxes usually would be only $25,000. The 
tax saving amounts to $64,000 minus $25,000, 
or $39,000. 

If the investments of the taxpayer in in- 
come-producing real estate result in a loss, 
this loss is usually deductible in full from 
This preferential tax 
treatment should result in stabilizing the 
values of real estate at a high level. 


If a taxpayer who makes a profit from 
real estate transactions has other income 
of less than $18,000, the net tax upon his 
real estate profit will vary from a minimum 
of 914 percent to a maximum of twenty-five 
percent. This is true because the Code pro- 
vides that only fifty percent of such real 
estate profit is subject to tax, at a maximum 
rate of fifty percent.“ Accordingly, a tax- 
payer who has no other income and who is 
in the lowest bracket of nineteen percent, 
would pay a tax of only nineteen percent on 
fifty percent of his real estate profit, or a tax 
of 914 percent on the total profit. 

An important exception to the capital gain 
tax is that dealers who hold real estate “pri- 
marily for sale to customers in the ordinary 
course of their trade or business” are not 
allowed to take advantage of the capital 
gain rates.” 

For example: This exception prevents 
real estate subdividers, who purchase acre- 
age, subdivide it, and sell it as lots, from 
taking advantage of the capital gain rates. * 





122 Section 117c, I. R. C. 

13 Section 117j, I. R. C.; Hazard [CCH Dec. 
45,2734, 7 20 Seee 

14 Section 117b, 117¢c, I. R. C. 

18 Section 117 (a) (1), I. R. C. 

16472 CCH Standard Federal Tax Reporter 
865.20 and 865.30; Richards [36-1 ustc { 9092], 
81 F. (2d) 369. 
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Declining Balance Method 


Depreciation allowances constitute an im- 
portant deduction from taxable income. Tax- 
payers therefore, should use any legal 
means to increase this deduction. 

For example: An increase of two percent 
in the yearly depreciation allowed on a build- 
ing worth $500,000 will amount to an income 
tax saving of approximately $7,500 per year 
to a taxpayer in the seventy-five percent 
bracket. 

The usual method of deducting deprecia- 
tion on buildings is known as the “straight 
line method”. The property is depreciated 
at the same percentage each year over the 
useful life of the property. Thus, a building 
having a useful life of twenty-five years will 
be depreciated at the rate of four percent 
each year.” 


The “declining balance method” of de- 
ducting depreciation allows the rate of de- 
preciation to be increased as much as fifty 
percent. The amount of depreciation is sub- 
tracted annually from the cost or other basis 
of the property, and the rate is applied only 
to the resulting balances. Thus, the amount 
deductible as depreciation in the first few 
years of ownership is as much as fifty per- 
cent above the straight line method, and 
declines each year.“ The Commissioner has 
adopted a formula for arriving at the rate.” 

Some tax advantages of the “declining 
balance method” are: 


1, Tax rates will probably be lower, and 
income may be lower in later years; there- 
fore, the largest deduction for depreciation 
may be taken while tax rates and income are 
high. 


2. The property might be sold before the 
yearly “declining balance” deduction is as 
low as the “straight line” deduction. The 
“declining balance” deduction is more than 
the “straight line” deduction for about one- 
third of the useful life of the property, and 
less thereafter. 


3. Here is an example of the tax advan- 
tage of the “declining balance method”: A 
building worth $1,000,000 has a useful life of 
twenty-five years. Under the “straight line 
method,” four percent depreciation, or 
$40,000, is allowed. The “declining balance 
method” allows approximately six percent, 
or $60,000 for the first vear, graduating to 
lower amounts each year thereafter. In- 





% Regulations 111, Section 29.23(1)-5. 

1% Letter Ruling, October 17, 1945; I. T. 3818: 
471 CCH Standard Federal Tax Reporter { 219.15 
and 219.278. 

1% 454 CCH Standard Federal Tax Reporter 
7 8511. 


creased depreciation deduction for the first 
years of ownership is from $20,000 on down. 
A taxpayer in the seventy-five percent 
bracket would thus save approximately 
seventy-five percent of $20,000, or $15,000, 
the first year, and correspondingly smaller 
amounts during about the first third of the 
useful life of the property. There after the 
“straight line” deduction would have been 
greater. 


In 1946, the Commissioner issued a ruling 
(1. T. 3818) which practically gives blanket 
approval to the use of the “declining bal- 
ance method” as long as (1) it accords with 
the method of accounting regularly em- 
ployed in keeping the books of the taxpayers; 
and (2) results in reasonable depreciation 
allowances and proper reflection of net in- 
come. 


Taxpayers using the “straight line method” 
can switch to the “declining balance method” 
by obtaining the Commissioner’s approval,” 
which is ordinarily granted. 


The facts surrounding each case should 
be studied before deciding whether or not 
to use the “declining balance method.” ™ 


Tenant-Erected Buildings 


Another preferential tax treatment of real 
estate, by which the owner of vacant prop- 
erty may build a tax-free, income-producing 
estate, results from a change in the income 
tax law effected in 1942. Prior to 1942, when 
a tenant erected a building upon rented 
property at his own expense, the landlord 
was required to pay an income tax upon the 
full value of the building in the year the lease 
expired.” In some instances this amounted 
almost to confiscation of the value of the 
building in taxes. In 1942, Congress changed 
this unfair rule to favor the taxpayer. The 
law now is that when a tenant erects a 
building or improves an existing building, 
the building or improvements become the 
tax-free property of the landlord at the ex- 
piration of the lease. The landlord never is 
required to pay any tax upon the value of 
the building or improvements until and un- 
less he sells the property, and then only at 
capital gain rates at a maximum of twenty- 
five percent of his profit.” 





2T. T. 3818. 

71See excellent article outlining advantages 
and disadvantages of ‘‘declining balance’’ meth- 
od, by Gerhard J. Mayer, in the February, 1947 
issue of TAXES—The Tax Magazine. 

2 Regulations 103, Section 19.22 (a) 13; 309 
U. S. 461. 

73 Sections 22 (B) 11 and 113C, I. R. C.; 471 
CCH Standard Federal Tax Reporter { 113L. 
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For example: An owner leases vacant 
property to a tenant for ten years at a reason- 
able annual rental. The tenant erects a hotel 
worth $100,000 upon the property. The 
landlord receives this $100,000 hotel at the 
expiration of the ten-year lease absolutely 
tax free. 

An important exception to this rule ap- 
pears in the Regulations: the landlord must 
include in his income the value of the im- 
provements, or a percentage thereof, “where 
the facts disclose that such buildings or im- 
provements represent in whole or in part a 
liquidation in kind of lease rentals.”-* Some 
tax authorities construe the quoted phrase 
to mean that the landlord must include the 
improvements as income only (1) “where 
the tenant has a lease and then agrees to 
make certain improvements and credit the 
cost against his rent payments,” or (2) 
“where the improvements are made in return 
for a reduction in rents.” 


Advance Rental Payments 


It is customary for tenants to pay in ad- 
vance the first and last year’s rent, or more, 
as security to the landlord upon the execu- 
tion of a lease. Unless care is taken in draft- 
ing the clause of the lease which refers to 
such advance payments, the landlord may be 
penalized by being required to report the 
entire advance payment as income when re- 
ceived, that is, in the year the lease is ex- 
ecuted. The landlord may thus be required 
to report two years’ rental as income in one 
year, and thereby be placed in high surtax 
brackets, so that he will have little left from 
the last year’s rent after paying income taxes 
on it. Tax considerations involved in such 
payments: 

1. The landlord must report the last year’s 
rent as income when received if the lease 
does not restrict its disposition, use or en- 
joyment.* 


2. In view of the foregoing, the clause in 


the lease relating to the advance rental or 
deposit should be so worded as to show that 
the amount received is a deposit obtained 
solely for the purpose of securing full per- 
formance of the lease, and that it is to be 
refunded to the tenant on completion of per- 
formance of the lease. The performance 
secured may be proper repair of the prop- 
erty, safe-keeping of the furniture, prompt 
payment of rent, etc. An additional precau- 
tion is to pay the tenant interest on the 


* Regulations 111, Section 29.22 (b) (11)-1. 

2° 472 CCH Standard Federal Tax Reporter 
{ 398.735, citing South Dade Farms, Inc. [43-2 
ustc f 9634], 138 F. (2d) 818. 
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deposit. If the clause is so worded, the land- 
lord is not required to report the deposit as 
income in the year received, and may use it 
as he pleases. 


3. The tenant cannot deduct the last year’s 
rent paid in advance, whether on a cash or 
accrual basis, in the year in which it is paid, 
but must either prorate it over the term of 
the lease or deduct it in the year to which it 
applies.” 


Deduction of Depreciation 


The landlord and tenant very seldom con- 
sider which of them will be allowed to de- 
duct depreciation on the building covered 
by the lease or to be erected upon the prop- 
erty. Because of failure to consider this 
matter, in some instances neither the land- 
lord nor the tenant was allowed to deduct 
depreciation.” We have indicated that de- 
preciation is an important deduction, which 
may result in saving thousands of dollars of 
taxes to either the landlord or the tenant. 
We will now consider the various circum- 
stances which govern the deduction of de- 
preciation on rented property: _ 


1. Ordinarily, the landlord may deduct 
depreciation on rented property unless some 
clause in the lease prevents him from doing so. 


a. Aclause not uncommon in leases stipu- 
lated that the tenant must keep the rented 
building in good repair and return it to the 
landlord at the expiration of the lease “in as 
good condition as when leased.” If this clause 
is used, neither the landlord nor tenant may 
deduct depreciation on the rented building. 


b. The landlord probably will be allowed 
to deduct depreciation if the tenant agrees 
merely to keep the property in good repair 
and return it in “first class condition and re- 
pair.” * 

c. The landlord can deduct depreciation if 
the lease requires the tenant merely to keep 
the property in operating order, or in good 
repair.” 

2. It is suggested that leases should not 
provide for return of the property at the 
expiration of the lease “in as good condition 
as when leased” even though “ordinary wear 
and tear” is excepted, but should provide 
only that the landlord keep the property in 
good condition and repair. The latter clause 
will, as a practical matter, usually serve the 


7471 CCH Standard Federal Tax Reporter 
7 165.01, citing McColl [CCH Dec. 11,623-A], 
BTA memo. op. 

781 F. (2d) 309, cert. den. 298 U. S. 691. 

2% See 7 TC —, No. 114 

29123 F. (2d) 235; 7 TC —, No. 113; 7 TC —, 
No. 124. 
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same purpose as the complete restoration 
clause, and will certainly avoid any tax 
difficulties. Under such a clause the land- 
lord may deduct full depreciation, and the 
tenant may deduct any repairs he makes.” 


3. The tenant may recover the cost of 
improvements made at his expense through 
annual depreciation charges over the useful 
life of the improvement or the term of the 
lease, whichever is shorter. 


a. This affords an important tax saving 
to a tenant who erects a building on vacant 
rented property or makes permanent im- 
provements to a building already constructed 
on the property. 


b. Exceptions to this rule are: 


(1) If the lease is for an indefinite period, 
e. g., from month to month, the deduction 
for depreciation must be based upon the life 
of the improvements rather than upon the 
term of the lease. 


(2) The depreciation will be spread over 
the life of the improvements, instead of over 
the term of the lease, if the lease is for a 
short term and is renewable, or if other facts, 
such as, close relationship between land- 
lord and tenant, control of the landlord 
by the tenant or the high cost of the 
improvements, make it reasonably certain 
that the lease will be renewed. The Regu- 
lations state that a determination of this 
matter “depends upon the facts in the par- 
ticular case,” and that “as a general rule, 
unless the lease has been renewed, or the 
facts show with reasonable certainty that 
the lease will be renewed, the cost of the 
improvements shall be spread only over the 
number of years the lease has to run, with- 
out taking into account any right of re- 
newal.” * 


4. The tenant cannot deduct depreciation 
if he did not erect any of the buildings upon 
which he claims a deduction for depreciation, 
or if he made no capital investment in the 
property on which he claims depreciation. 
Thus, if the landlord erected the buildings 
and then leased the property to the tenant, 
the tenant cannot deduct depreciation, even 
though the tenant has assumed the burden 
of maintaining the property and has under- 
taken to return it or its equivalent at the 
expiration of the lease in as good condition 
as when leased. Under such circumstances, 
the tenant may deduct only ordinary repairs, 
in the year when made. Expenditures by 
the tenant for capital items may be amor- 





% See authorities cited at footnotes 28, 29 
and 32. 


% Regulations 111, Section 29.23 (A)-10. 


tized over the life of the property replaced 
or the remaining term of the lease, which- 
ever is shorter.” 


It appears from the foregoing that the 
clause in the lease concerning repairs and re- 
storation of the property should be carefully 
worded in order to obtain the maximum tax 
advantages. 


Installment Sales 


A taxpayer who has no income except 
profits from the sale of real estate, or a tax- 
payer whose other income is less than 
$18,000, may gain considerable tax benefit 
by selling real estate on the installment plan, 
as defined by the Code. In such event in- 
come taxes upon real estate profits may be 
deferred and spread over several years; this 
may keep the taxpayer in lower tax brackets. 


An installment sale may be defined briefly 
as a sale in which thirty percent or less is 
paid in cash or property, other than obliga- 
tions of the purchaser, in the year in which 
the sale is made, and the balance of the pur- 
chase price is deferred until later years.” 


The profit on the sale is proportioned to 
the amount collected in the year of sale and 
in the later years, as the deferred payments 
are made.™ 


The advantages of this method of selling 
property do not accrue under existing tax 
laws, to a taxpayer whose yearly income ex- 
ceeds $18,000, because he then pays a maxi- 
mum capital gain tax of twenty-five percent 
on the profit from the sale, regardless of 
when this profit is received. 


Such a taxpayer may still gain an ad- 
vantage from the installment sale plan (1) if 
capital gain rates are reduced in later years; 
(2) if in later years ordinary income tax 
rates are reduced so as to cause the tax- 
payer’s bracket to fall below fifty percent; or 
(3) if for other reasons the taxpayer’s in- 
come falls below the fifty percent bracket in 
later years. 


An example of tax saving by installment 
sale: If the sale is not on the installment 
plan and the profit is $100,000, the tax will be 
$25,000. But if the sale is on the installment 
plan, for thirty per cent cash, and the bal- 
ance is to be paid in ten equal yearly pay- 
ments, the total tax to a taxpayer who has 
no other income will be about $9,250. Thus, 





3G. C. M. 11933, XII-2 CB 52; also see O. D. 
1014, 5 CB 151; 6 BTA1. 

33 Sections 44a, 44b, I. R. C. 

34 Section 44 (B), I. R. C.; 472 CCH Standard 
Federal Tax Reporter { 410 et seq. 
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the tax saved by using the installment 
method is $25,000, minus $9,250, or about 
$15,750. 


If a corporation owns a building and sells 
it for a profit of $100,000, the corporation 
must pay a capital gain tax of $25,000. When 
this profit is distributed to the stockholders 
as a liquidating dividend or as an ordinary 
dividend, the stockholders must again pay a 
tax on this profit at their maximum tax 
bracket for an ordinary dividend, and at 
capital gain rates for a liquidating dividend. 

The first twenty-five thousand dollar tax 
to the corporation may be saved by either 
of the following methods: 


1. Liquidate the corporation prior to the 
sale and distribute the property to be sold 
to the stockholders as a liquidating dividend. 
Then the stockholders can sell the property 
to the purchaser. 


The corporation should liquidate prior to 
negotiating with the purchaser for the sale of 
the property; otherwise, the liquidation may 
be disregarded and the corporation may be 
taxed as if no liquidation had occurred.® 


2. Have the stockholders sell their stock 
in the corporation to the purchaser, rather 
than have the corporation sell the property 
to the purchaser.” The purchaser may dis- 
solve the corporation tax free if he does not 
wish to continue to own the property in cor- 
porate form.® 


This procedure assumes that the corpora- 
tion owns no other property except that be- 
ing sold. 

Corporate income tax brackets vary from 
twenty-one percent to twenty-five percent 
on the first $25,000 of income. The bracket 
is fifty-three percent on income from $25,000 
to $50,000. It drops to thirty-eight percent 
on all income when the corporate net in- 
come exceeds $50,000.” 





% 471 CCH Standard Federal Tax Reporter 
1 86.017; 21 BTA 824 (Acq.). 

3% Court Holding Company [45-1 ustc { 9215], 
324 U.S. 331. 

725 BTA 964 (Acq.); 16 BTA 1410 (Acq.); 
15 BTA 570 (Acq.). 

%99 F. (2d) 588, cert. den. 306 U. S. 661; 6 
TC 1209. 
39 Sections 13, 15, I. R. C. 
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R. MOREHEAD is chairman of the Florida State Bar Asso- 


If an individual who has an income of, say, 
$50,000, takes title in his own name to prop- 
erty which has a net income of $25,000, he 
will increase his tax by about $18,400. If 
he takes title in the name of a corporation, 
the corporate tax on this $25,000 income will 
be only about $5,700. Thus, by taking title 
in the name of a corporation, the taxpayer 
will save $18,400 minus $5,700, or about 
$12,700, yearly in income taxes. 


This assumes that the corporation has a 
business need for accumulating its income 
as surplus, and so does not violate I. R. C. 
Section 102 by “unreasonably accumulating 
surplus beyond the ordinary needs of the 
business.” The penalty for violating this 
section is an additional tax of from twenty- 
seven and one-half percent to thirty-eight 
and one-half percent. A real estate corpora- 
tion just beginning business, which needs its 
surplus to improve its property and to pur- 
chase other properties, may not violate Sec- 
tion 102, because there may be a business 
need for the accumulation of its surplus.® 


The taxpayer must be careful to avoid 
having the corporation in which title is 
taken fall within the tax law classification of 
a “personal holding company.” In such 
event, the corporation will be penalized by a 
tax of from seventy-five percent to eighty- 
five percent of its income. The law relating 
to “personal holding companies” is beyond 
the scope of this discussion. It appears in 
I. R. C. Sections 501 to 511. 


It is sometimes possible to avoid the high 
fifty-three percent tax bracket on corporate 
income from $25,000 to $50,000 by dividing 
the operation of a business into several cor- 
porations, so that no corporation has an in- 
come of more than $25,000. 


For example: A real estate subdivider 
may utilize one corporation to own and de- 
velop the property, and another to sell it, 
where a business purpose will be served by 
thus utilizing the two corporations. 


[The End] 


#472 CCH Standard Federal Tax Reporter 
| 677.023 et seq. 

41472 CCH Standard Federal Tax Reporter 
 435.015-097; Section 45, I. R. C. 
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Tax Problems 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


S RANDOLPH PAUL has so well 
stated it, “Valuation is an old story in tax 
law.” It is an old story and not an entirely 
happy one. The courts have said, “There is 
in the English language no more abused 
word than the word ‘value’.” In re Belber, 
7 F. Supp., 762, 763 (1934). Yet, the word 
“value” is used in the income tax law, in 
the estate and gift tax law and in the stamp 
tax law, and was used in the old capital stock 
and excess profits tax law. While value in- 
volves difficult problems of fact and law, it 
comes up so often in actual tax practice that 
constant contact with it cannot be avoided. 
This article is concerned with valuation 
problems only for income, estate and gift 
tax purposes. In the income tax field, valua- 
tions are necessary, for example, for income 
received in the form of property; depletion, 
depreciation, obsolescence and exhaustion; 
for the determination of the value of prop- 
erty on March 1, 1913; and for the deter- 
mination of gain or loss on the exchange of 
properties. For estate tax purposes, of 
course, value is necessary in determining the 
gross estate of the decedent; and for gift 
tax purposes, the value of the gift is what is 
subject to.tax. 


Code Definitions 


There are verbal differences in describing 
the term “value” in the different parts of the 
Internal Revenue Code. Gift and estate tax 
provisions simply use the term “value.” In- 
come tax law uses the expression “fair market 
value.” Once, but for only a brief time, 
income tax law used the phrase “readily 
realizable market value.” It seems quite 
well settled today that despite the differ- 
ences in phraseology between the gift, estate 


520 June, 1947 





in the valuation of property 


By THOMAS N. TARLEAU 


and income tax statutes, the term, wherever 
used, should be interpreted to mean “fair 
market value.” 


The conclusion that “value” in the tax 
statute means “fair market value” still leaves 
a multitude of questions unanswered. Where 
the property to be valued is of a sort exten- 
sively bought and sold in a open market, 
such as bushels of wheat or bales of cotton, 
or shares of stock of United States Steel or 
General Motors, the problem is compara- 
tively simple. The fair market value is gen- 
erally the payment of market price at or 
about the valuation date. What if, however, 
the property to be valued is not dealt in on 
any market? Has it then no value for tax 
purposes? Far from it. Value has been 
held to mean “fair market value” even where 
no actual market transactions occurred, or 
where on the basic date no actual market 
was maintained. The Estate Tax Regula- 
tions, supported by numerous court deci- 
sions, have defined the term “fair market 
value” as “the price at which the property 
would exchange hands between a willing 
buyer and a willing seller, neither being 
under any compulsion to buy or sell.” In an 
earlier case, Oahu Sugar Company Ltd. v. 
Commissioner [CCH Dec. 4343], 13 B. T. A. 
404, the Tax Court amplified and somewhat 
expanded the concept: “We must postulate 
the existence of a willing seller and a willing 
and able buyer, both familiar with the situa- 
tion, reasonable in their views, acting for 
their own best interests and each willing to 
make such adjustments in his views upon 
value as might be necessary to bring about 
a sale at a reasonable amount, fair to both 
parties,” 


Obviously, the value of property in de- 
termining fair market value is called upon to 
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exercise sound judgment on a complex of 
facts of varying importance. Judgments of 
this character are not capable of mathe- 
matical accuracy. As Randolph Paul has 
said, “where there are no fields of black and 
white, formalistic mathematical accuracy 
would be ‘delusive exactness’.” Paul, Fed- 
eral Estate and Gift Taxation, Volume II, 
Section 18:04. 


Use of Fair Market Value — 


There is a distinction, however, between 
the use of the fair market value test for 
estate and gift tax purposes and the use of 
this test for income tax purposes. For 
estate and gift tax purposes.an amount 
representing the fair market value must al- 
ways be determined. The Income Tax 
Regulations, however, provide that in rare 
and extraordinary cases the property may 
have no fair market value (Sections 29.44-4 
and 29.111-1, Regulations 111). In Helver- 
ing v. Walbridge [4 ustc J 1284], 70 F. (2d) 
683, cert. denied 293 U. S. 594, the Court 
said: “Perhaps there need not be a ‘market’ 
to establish a ‘market value’ but there must 
be some assurance that the value is what a 
‘market’ would establish.” In Burnet v. 
Logan [2 ustc { 736], 283 U. S. 404, and in 
Tex-Penn Oil Company v. Helvering [37-1 
ustc J 9194], 300 U. S. 481, the Supreme 
Court recognized that there are occasions 
when a taxpayer may receive property 
which, for income tax purposes, has a value 
so speculative and indeterminate that no fair 
market value exists. 


Valuation of Listed Securities 


The value of listed securities is covered in 
great detail in Article 10, Regulations 80, the 
Estate Tax Regulations. The Treasury 
regulation fixes the mean between the high- 
est and the lowest selling prices for listed 
securities on the valuation date as the unit 
cost. If no sales were made on the valuation 
date, the value should be determined by tak- 
ing the mean between the highest and lowest 
sales on the nearest date before and the 
nearest date after the valuation date—pro- 
vided, however, that both such nearest dates 
be within a reasonable period of the valua- 
tion date—and then by prorating the differ- 
ence between such mean prices to the valuation 
date and by adding or subtracting such pro- 
rated portion of the difference to or from 
the mean prices obtaining at the nearest 
date before the valuation date. 


If actual sales are not available during a 
reasonable period beginning before and end- 
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ing after the valuation date, the regulations 
provide for the use of bona fide bid and ask 
for prices in lieu of actual sales. 


‘“Blockage”’ Principle 


Whereas market quotations create a 
strong presumption of the correctness of the 
quoted prices, as reflecting fair market value, 
it must be borne in mind that market prices 
do not always necessarily determine fair 
market value. For example, the “blockage” 
principle may apply in such a way as to 
affect fair market value. “Blockage” is the 
recognition of the principle that a large block 
of stock cannot be marketed and turned into 
cash as readily as a small one. Consequently, 
the market quotation reflecting the sales and 
purchases of only a few shares may have to 
be modified when a large block is being 
valued. This principle has been recognized 
in certain cases by the courts. See Helvering 
v. Kimberly [38-2 ustc J 9359], 97 F.. (2d) 
433; Du Pont v. Commissioner [CCH Dec. 
13,303], 2 TC 246. It must also be borne in 
mind that whereas the blockage factor may 
indicate a lower unit cost for a large block 
of securities than the market quotation on a 
few shares, it is also’ true that where the 
large block carries control of the corpora- 
tion, the unit value per share may be higher 
than the quoted market value. 


The “blockage” principle, while recog- 
nized fairly generally by the courts, is a 
matter of proof, the burden of which is on 
the taxpayer. The court decisions are not 
entirely consistent. Some courts recognize 
the size of the block of stock as an import- 
ant factor while others pay only lip service 
to the rule. In the Mott case [43-2 ustc 
{ 10,077], 139 F. (2d) 317, the Sixth Circuit 
Court of Appeals recognized the existence 
of the blockage principle but applied the 
market price to a large block of securities 
on the ground that “skillful brokers follow- 
ing prudent liquidation practices” could 
have sold at the market quoted prices within 
a reasonable time. This liquidation principle 
offers a serious obstacle to taxpayers seeking 
a blockage factor. 


Other fatcors may affect the reliability of 
market quotations. For example, the tempo- 
rary effect of a depression or a boom on the 
quoted market prices may prevent such 
prices from being a fair representation ‘of 
true market value. In the famous case of 
Strong v. Rogers [4 ustc J 1330], 72 F. (2d) 
455, the Third Circuit Court of Appeals 
found that two stocks listed on the New 
York Stock Exchange and actively traded 
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in on the valuation date at prices of $90 and 
$106 had actually a fair market value of only 
$55 and $65 a share, respectively. The rea- 
son for departing from the quoted values 
and arriving at the much lower values was 
that the valuation date was July 10, 1929, at 
the height of the 1929 boom. 


Valuation of Unlisted Securities 


The Treasury regulations indicate that the 
best evidences of the value of unlisted securi- 
ties are actual bona fide sales of such securi- 
ties. Very frequently, of course, in closely 
held companies, actual sales do not exist. 
Other factors then must be considered. 
Where the stock or securities to be valued 
are those of an active corporation, a valua- 
tion based on the capitalization of antici- 
pated earnings is recognized by the courts 
as generally the best evidence of value other 
than actual sales. This is particularly so in 
income tax cases. The principle of valuation 
by capitalization of future earnings is based 
on the theory that a prudent investor will 
pay for the secuirty according to what he 
anticipates the earnings from the security 
will be over a future period. Such a prudent 
investor, in order to estimate the future 
earnings, generally looks to the past earn- 
ings as a guide. The use of this method 
requires an analysis of the earnings of the 
corporation over a representative period, ex- 
cluding years of abnormally high or ab- 
normally low earnings, and then the selection 
of a reasonable capitalization rate. The 
rate of capitalization will be dependent of 
course, upon the degree of risk of the com- 
pany’s business and its future prospects. 


The dividend yield of the stock frequently 
is taken into account in determining its fair 
market value. When the dividend yield is 
used as a factor, one must, however, care- 
fully examine the dividend policy to see 
whether it is sound and likely to be con- 
tinued in the future. 


Book value is sometimes resorted to in 
order to obtain the value of the stock of the 
corporation, particularly a family or other 
closely held corporation. There is a large 
degree of unreliability, however, in book 
values since, by and large, they take into 
account depreciation but not appreciation. 
On the other hand, unwarranted write-ups 
or write-downs of assets may render the 
book value quite artificial. Primarily, the 
difficulty with book value is that it has no 
necessary connection with the present worth. 
Nevertheless, proper cases may resort to 
book value. 


Effect of Restrictive Agreements 


Frequently stock is held subject to restric- 
tive agreements on sale or other disposition. 


These restrictive agreements are entered 
into for the specific purpose of fixing value 
for tax purposes. They are particularly im- 
portant for closely held family corporations. 
Generally, stock fettered by a restrictive 
agreement as to sale or other disposition, 
has less value than freely transferable stock. 
One of the property rights which a pur- 
chaser would look to, would be the ability to 
deal freely with the stock, as the inability to 
do so would affect the price. On the other 
hand, it must not be overlooked that where 
the holder of stock subject to a restrictive 
agreement does not have to sell, the fact 
that restriction on sale requires first offering 
the stock at a very low price to either the 
issuing corporation or other stockholders, 
does not mean that such restrictive price 
fixes market value. 


Where the restrictive agreement is in the 
form of an option in third parties to buy the 
stock at the valuation date, such an option 
is more effective in fixing value than a mere 
right of first refusal lodged in such third 
parties. 


In estate tax cases, where the restrictive 
agreement provides that on the death of the 
stockholders his stock will be purchased by 
third parties at a given figure, the figure 
agreed on should be effective in fixing the 
value as of the date of the decedent’s death. 
Some Tax Court cases, however, have re- 
fused to accept such a value unless a re- 
striction on sale or other disposition was 
effective during the decedent’s lifetime. 


Another factor to be taken into account in 
agreements binding the decedent’s estate to 
sell his stock to third parties at a fixed price 
is the relationship between the decedent and 
the third parties. If, for example, there is 
an agreement whereby the father’s estate is 
bound to sell a son stock at substantially less 
than its fair value, that agreement may be 
held to be really a testamentary disposition. 
The entire value of the stock, therefore, 
would have to be included in the decedent’s 
estate. 


Good Will and Other Intangibles 


Good will, generally defined, is the ad- 
vantage which one business has over another 
because of public acceptance and patronage. 
It must not be overlooked that personal 
qualifications and characteristics do not con- 


stitute good will. In order to determine the 
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value of good will or other intangible assets, 
past earnings of the corporation or business 
are the principal recourse. Of course, many 
other factors must be considered, such as the 
business’ future prospects, the nature of its 
competition and other business hazards. 


In A. R. M. 34, 2 CB 31, 32, the Bureau 
of Internal Revenue, many years ago, gave a 
formula for valuing good will. The method, 
stated in the ruling, most frequently used is 
as follows: Determine a period of average 
earnings, preferably not less than five years. 
Determine the average tangible assets used 
in the business for that period. Allow ten 
per cent on the tangible assets and subtract 
ten per cent from the average earnings of the 
period. The surplus earnings will then 
represent the earnings on intangibles, which 
should be capitalized at twenty per cent. De- 
pending on the hazards of the business, the 
rates on tangibles and intangibles would 
vary. Where the business is not particularly 
hazardous, the rates, instead of ten per cent 
and twenty per cent might well be eight per 
cent on tangibles and fifteen per cent on 
intangibles. 


Effect of Subsequent Events 


The general rule that subsequent events 
are not relevant in determining the value of 
property of a given date, has been stated by 
the Supreme Court in Ithaca Trust Company 
v. U. S. [1 uste J 386], 279 U. S. 151: “The 
actual value of property is what a purchaser 
under fair and free market conditions would 
have given for it in fact, not what a court at 
a later time may think a purchaser would 
have been wise to give.” Despite the broad 
language of the general rule, subsequent 
events have been considered in fixing the 
values where these events might reasonably 
have been anticipated on the valuation date. 
Moreover, subsequent events, while not gen- 
erally admissible for the purpose of fixing 
the valuation, frequently are used as a check 
on the judgment of value on the valuation 
date. 


Opinion Evidence 


Opinion testimony plays a very large part 
in valuation cases, and is particularly useful 
in the valuation of property not commonly 
bought and sold and property exchanges, 
such as works of art. Expert opinion testi- 
mony, if reasonably founded, may not be 
disregarded arbitrarily by the Tax Court, 
Where, however, the Tax Court refuses to 
follow expert testimony, the value found by 
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the Tax Court will be sustained in the ap- 
pellate courts if there is any substantial evi- 
dence upon which the court can rely. The 
qualification of the witness is the most im- 
portant factor in determining the weight to 
be given to testimony. The higher the de- 
gree of his skill and experience, the more 
compelling is the effect of his opinion. 
Moreover, the reasons for the expert’s arriv- 
ing at his opinion should be clearly stated. 
Opinion unsupported by facts is given little 
credence. Therefore, the expert’s opinion 
should be buttressed by well-thought-out 
conclusions from reliable data. 


Cost Problems 
for Income Tax Purposes 


The Supreme Court in the Detroit Edison 
Company case [43-1 ustc § 9418], 319 U. S. 98, 
held that the cost of the property is the cash 
paid for it by the taxpayer and not by, for 
example, the taxpayer’s customers. Where 
property is acquired for other property or 
services, the cost is the value of the consid- 
eration given. Where the capital stock is 


issued for property, the cost of the property 


to the corporation issuing the stock is, of 
course, the value of the stock. Frequently 
the value of the stock depends upon the 
value of the property acquired; therefore, 
the cost can be determined only by taking 
into account the value of the acquired property. 


Occasionally the cost of property is not 
the cash paid for it. Purchases for less than 
fair market value may not adequately repre- 
sent cost where property is sold to em- 
ployees. The difference between fair market 
value and the cash paid by the employees 
may represent additional compensation to 
the employees. Again, where property is 
sold to stockholders at less than fair market 
value, the difference between fair market 
value and the cash may represent the dis- 
tribution of a dividend. 


Where property is sold for more than fair 
market value the cash paid may not be the 
actual cost where true business judgment is 
not involved. The excess of the cash paid 
over the fair market value in such instances 
may represent a gift. 


Where encumbered property is purchased, 
the consideration being cash and the as- 
sumption of the encumbrance or the taking 
of the property subject to the encumbrance, 
the Supreme Court, in the Beulah Crane case 
[47-1 ustc ] 9217], has laid down the rule 
that the encumbrance is added to the cash 
or other consideration in determining cost 
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Adjustments to Cost 


The Internal Revenue Code provides that 
the original cost should be adjusted to re- 
flect physical or economic changes in the 
property after its acquisition. For example, 
expenditures, receipts, losses and other items 
chargeable to capital account, should be re- 
flected in adjustments to cost. 


Provision is also made for adjustments 
due to exhaustion, wear and tear, deprecia- 
tion, obsolescence and depletion, to the ex- 
tent allowed by the Internal Revenue Code 
but not less than the amount allowable. In 
Virginian Hotel Corporation v. Helvering 
[43-1 ustc J 9469], 319 U. S. 523, the Supreme 
Court held that the cost basis of the prop- 
erty must be reduced by depreciation de- 
ducted on income tax returns in excess of 
the allowable amount, although no tax bene- 
fit resulted. 


Adjustments to cost basis of stock are 
required for nontaxable distributions and for 
income attributed to stockholders under 
Supplement P of the Internal Revenue Code. 
Adjustments to the cost of property are also 
necessary where a corporation elects to ex- 
clude from its gross income, income arising 
from cancellation of indebtedness. 


Allocation of Cost 


The allocation of cost is required where 
the original property has been split up—for 
example, where the holders of common stock 
of a corporation receive a nontaxable pre- 
ferred stock dividend. Under such circum- 
stances the Internal Revenue Code provides 
that the original cost of the common stock 
should be allocated to the common and pre- 
ferred stocks in proportion to their respec- 
tive market values on the date of the dividend. 


Another example of property split-up is 
the subdividing of real estate. In such a 
case the taxpayers from time to time have 
contended that they should be entitled to re- 
cover their original costs of the entire plot 
from sales before any income should be 
found due. The Treasury and the courts, 
however, require that the original cost 


should be equitably apportioned to the re- 
spective lots. This does not necessarily 
mean that the original cost should be allo- 
cated to the lots on an arithmetical basis. 
It may well be that corner lots or other out- 
side lots should be assigned a higher cost 
basis than less desirable interior lots. Fre- 
quently lots are sold with an obligation on 
the part of the vendor to make further ex- 
penditures in the installation of sewers, 
roads and other improvements. Where a 
binding commitment for such expenditures 
exists and the extent of the liability can be 
reasonably determined, such liability should 
be taken into account in fixing the cost of 
the lots sold. 


The cost allocation is also required where 
the taxpayer purchased a mixed aggregate 
of assets. Under such circumstances the 
cost is allocated to the different assets based 
on their relative fair market value at the date 
of purchase. Sometimes certain of the as- 
sets may have such a speculative value that 
the entire cost should be recovered from the 
other assets. This prior recovery of cost 
rule, however, is applied sparingly and is 
never invoked unless the taxpayer can 
clearly establish the speculative nature of 
the assets. 


Where the taxpayer sells some of his 
stock of fungible assets or sells shares of 
stock in a corporation from lots purchased 
at different dates or at different prices, it 
may be necessary to use the so-called first- 
in-first-out rule. The rule is restricted to 
cases where the identification of the prop- 
erty sold is impossible. Where the date of 
purchase and the cost of the particular prop- 
erty sold can be determined, identifiable cost 
must be used. 


Where new stock is received in a merger 
or consolidation for old stock acquired at 
different times and at different prices, the 
average cost method should be applied. In 
other words, the total cost of the old stock 
should be the average cost of the new. This 
average cost method is practically never 
used except where neither the first-in-first- 
out rule nor specific identification is practical. 


[The End] 


—— 
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Reorganizing 
to obtain a more 
advantageous tax position 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


By J. K. LASSER 


"MAX PLANNING may involve changing 

the form of a business. We may do 
that because of more favorable deductions, 
rates, exemptions or credits, given one form 
—and not another. But there are many 
other reasons that govern our decisions. 
For example, here are some that controlled 
recent switches from a partnership to a 
corporation: 


In one case we got a division of a part- 
nership into a great many companies that 
gave us lower rates (since the corporation 
tax iS easier on smaller incomes); an ex- 
emption from surtax on one company (since 
it did business in South America); varying 
fiscal years for different members of the 
group—so as to conform with their natural 
years—much lower taxes all around. 


In another we got a new fiscal year with- 
out consent of the Treasury. Also we se- 
lected the new year at a time when we ‘got 
much less than twelve months’ partnership 
income into the partner’s last year. That 
deferred a lot of tax to another year. 


In another we got a short corporate year. 
That also deferred a lot of tax to later 
years. 

In another we wanted a step-up in basis 
to present market values. Our partners 
could afford a capital gain. This gave us a 


new large basis for the same assets in the 
hands of the new corporation. 


In a great many we have sought simply a 
method of dividing income without Treasury 
criticism. Making a member of your family 
a stockholder, is not ordinarily disapproved. 
Creating partners out of relatives who con- 
tribute no capital or services, is not ac- 


ceptable under the present trend of the 
cases. 


Reorganizing 


In another we wanted simply to postpone 
payment of tax for a year. The individual 
must pay as he goes. The corporation pays 
in the next year. 


In another we wanted to get partners into 
a profit-sharing and pension plan. We had 
to have them as corporate officers to permit 
that. 


These are but a few examples. There 
are many more. In practice we are con- 
stantly studying the tax planning that war- 
rants changing from: 


Partnerships to corporations and_ the 


- reverse. 


Dividing corporations into many parts or 
assemblying them in one unit. 


Liquidating some, merging others, aban- 
doning still others. 

This is only a small fraction of the studies 
to find the right form for a business. If 
you are considering a change in the form of 
a business, your research might well be 
divided into these parts: 

What forms are available? 

What are their particular advantages? 

How do we best make the change in our 
case? 

What are the losses incident to a change? 

This article attempts to tackle a few of 
these problems in the simple conversions of 


corporations to partnerships, and the re- 
verse operations. 


General Problems in All Changes 


The difficulties in any business reorgani- 
zation may be well hidden. Consider these 
points: 
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1. A successor may have to pay a tax 
that would not have been paid by the old 
company on the following: gains that might 
have been offset by prior years’ net operat- 
ing losses, unused credits, unused capital 
loss carry-overs; gains that might be offset 
by liabilities incurred by the predecessor 
that were contingent or indefinite at the 
time of conversion (the general rule is that 
only the predecessor may have the deduc- 
tion for expenses incurred during its opera- 
tions); receipt of income taxed to the 
successor that would not be taxed’ to a 
predecessor, or inability to get a deduction” 
by the successor that might be given to the 
predecessor. 


2. Sometimes the incident of the con- 
version creates a tax that might have been 
deferred. Income may be created that 
might not otherwise arise * until a later date. 


3. Losses sustained during your first 
years of new company operations will not 
get you a refund of tax paid by the prede- 
cessor. You must make sure you are not 
giving up the carry-overs and carry-backs. 
This* is one of the greatest dangers in 
changes. 


4. Each short period is a tax year. That 
may place a great penalty on the application 
of the carry-over or carry-back. For ex- 
ample, assume this extreme situation—a 
company that had two short periods of one 





1 For example: tax refunds and recoveries of 
bad debts, etc., where the predecessor took the 
deduction but got no tax benefit. Income might 
be created when it otherwise might not exist. 
For example, the liquidation might render the 
proceeds from excess profits postwar refund 
credits and bonds taxed to the successor. They 
might have been tax free to the predecessor. 
Life insurance proceeds might be taxed where 
the predecessor would be exempt. You are taxed 
when you acquire the property for a valuable 
consideration. (This is true except in case of 
tax-free organizations.) 


2For example: deductions for unamortized 
bond discount on bonds continuing to remain 
outstanding—these are not available to succes- 
sors. Many types of debtor’s taxes and interest 
are deductible only by the company liable for 
the tax. They are not deductible by the suc- 
cessor. 


8’ For example, a company using the install- 
ment sales basis may have income at the moment 
of the liquidation rather than in later periods. 
And there are many other similar situations for 
immediate taxation of the income that might 
be deferred. 


4No matter how simple the reorganization, a 
new company usually loses all the benefits of 
carry-overs of the old company. A new cor- 
poration organized to take over the business and 
properties of another, will ordinarily be treated 
as a new entity. 


month each in 1946. Thus, it would exhaust 
its full net loss carry-over® in the four 
months rather than in four full years. 


If the successor company may not have 
the deductions given only to the predeces- 
sor indicated by the preceding list, what 
can you do when you purchase a company 
to avoid the loss? Here are some aids: 


1. Keep the old company alive when pos- 
sible. Retain enough assets to pay its debts 
when it has operated on a cash basis or on 
an accrual basis and has contingent or con- 
tested liabilities. Then it may use the de- 
ductions to get a carry-back and a refund 
of taxes. 


2. Retain installment obligations in a 
company taken over, and keep the old com- 
pany alive. It may then report them over 
a period of years and pay taxes due on the 
prorated profit. 


3. Do not transfer life insurance policies. 
See whether it is wise to hold a company 
alive to collect proceeds that might be 
otherwise taxed. 


4. Generally, study the carry-back sys- 
tem to see how to hold your company alive. 
That will allow you to take full advantage 
of all deductions, credits and allowances 
that might have come to it were it to re- 
main in business. 


The mechanics of effecting changes can 
be very important. For example, one ad- 
vantage of forming a new corporation is 
the ability to give it a fiscal period to con- 
trol the dividend payment dates. If a cor- 
poration has a fiscal year ending after 
December—for example, January or Febru- 
ary—dividends it pays fall into the year 
after the year of organization. Stockhold- 
ers then might get some benefit in post- 
poning the tax due on dividends for the 
first year of organization. 


Even if you use the corporate form, you 
might start a business as an individual or 
partnership if the first few months are likely 
to show a loss. The losses can then be 
set off against other personal income. The 
corporation can save a maximum of only 
thirty-eight per cent by use of the carry- 
over. But if you are in a higher individual 
bracket, you usually can effect a much more 





5 You should study the effect of this rule when 
you consider reorganization of an existing busi- 
ness which will change its accounting periods. 
Study it also when you do anything else that 
would create a short year. 
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substantial saving. Then later you can 
change your business to a corporation 
without any tax cost. 


In organizing a new company you should 
use your natural business year as the basis 
for keeping your books." But you may 
have tax advantages by choosing another 
year: 

If you organize a corporation or a part- 
nership, you may choose the fiscal year that 
is most advantageous. Or you may pick 
a calendar year. Take the one that aids 
you most. Or you may have a seasonable 
business. Then be sure you get a period 
that permits profits to be balanced by losses. 


In your first year, you may have a full 
twelve months or only part of a year. For 
example, a new partnership starting Janu- 
ary 1 can pick April 30 as its fiscal year. 
Then all partners pay taxes for their cal- 
endar years on only four months’ opera- 
tions. They pay on the next twelve months’ 
operations—in their next year. 


In starting a new corporation, you may 
have a short year. If you begin business 
in July, you might select a six-month pe- 
riod, for the first year. That will cut your 
tax materially in the first year, when you 
may need the aid. 


Advantages of Corporation 
and Partnership 


The two important forms of business 
operations are.the corporation and the part- 
nership. The tax advantages of the corpo- 
ration include the following: 


The tax on individual proprietors or 
members of a partnership ranges from about 
twenty per cent to eighty-five per cent of 
income. Your corporate tax may be much 
lower. 

Corporations are easier to split into two 
or more units for greater tax benefits. 

Stockholders (but not partners) who are 
employees may be included in profit-shar- 
ing or pension plans of the company. 





6 This sequence provides a further opportunity 
for tax saving. Assume the early period proves 
the new business to be a ‘‘dud’’ with losses. If 
you wind it up, the individual proprietorship or 
partnership form permits you to offset the entire 
loss against your personal income. Had you 
used the corporate form, the only loss realized 
(from worthless stock or loss in liquidation) 
would be a capital loss. That may not give you 
much tax saving. 

™ This gives you the best picture of your busi- 
ness. Your financial statements are then pre- 
pared when you have the minimum amount of 
incomplete transactions. 


Reorganizing 








Certain corporations engaged in foreign 
trade or in other ventures have special tax 
benefits. 


Dividend receipts are generally subject to 
a maximum of only 5.7 per cent tax. You 
are not subject to the full normal tax and 
surtax paid by partners. 


Officers and stockholders employed by 
the corporation receive the benefits of Social 
Security. (Unemployment insurance may 
also be a benefit to them.) 


Members of a family may be stockhold- 
ers without many of the burdens and re- 
strictions of family partnerships. 


You get a postponement of taxes due by 
a corporation. Under pay-as-you-go the 
individual and partner pay in the year when 
income is earned. The corporation pays 
in the next year. That gives you the income 
tax due as a base for financing a corpora- 
tion. 


Corporations may get an immediate re- 
fund if they sustain a net operating loss. 
They may reduce the tax due for their prior 
year if they have losses in the current year. 
Partners must wait a year to get the same 


- treatment, since they pay as they go. 


The tax advantages of partnerships in- 
clude these: 

The corporation distributes its profits in 
the form of dividends. These are also taxed 
to the stockholders: i. e., there is a double 
tax on the same earnings. 


Partnership earnings are not taxed twice. 
There is only one tax on each partner’s 
share of the profits. 

Corporations are penalized by a tax if they 
unreasonably accumulate earnings without 
distributing them to the owners. The part- 
nership can accumulate its earnings at will. 


You decide how to divide profits among 
your partners without regard to investment. 
You can do it even at the end of a year. 

Your business loss can be deducted from 
your personal income. 


It is reasonable to assume that individual 
tax rates will be cut—but not the present 
thirty-eight per cent corporation rate. Per- 
haps a long view is best in your case. 


Dissolution of a corporation gives you a 
tax. That does not happen with a partner- 
ship. But if death of a partner or stock- 
holder comes before dissolution of either 
a partnership or corporation, the result is 
the same. The estate must mclude a value 
of the business property, at death. That 
may eliminate the tax later on the dissolu- 
tion of the corporation. 
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Employee-stockholders may have to take 
salaries even in loss years (at a tax cost to 
themselves). They do this to avoid the 
difficulty of proving a reasonable salary 
when profits are again secured. 


Income may be exempt to the corpora- 
tion (for example, proceeds on sale of prop- 
erty below cost, proceeds of life insurance, 
cancelled debts, etc.). But it is fully taxed 
when distributed to the stockholder. That 
is not so with a partner. 


Long-term gains are taxed at only twenty- 
five per cent to the partner and to the cor- 
poration. But they lose their identity when 
paid as dividends. Then they are taxed 
to the limit. 


Partnership losses can be offset against 
personal income. This can produce the 
carry-over and return of prior years’ taxes. 


Partners in community property states 
should check their own state laws. They 
usually get a decided advantage in operating 
as a partnership rather than as a corporation. 

Capital gain treatment varies. An indi- 
vidual computes the amount taxed by re- 
ducing fifty per cent of the long-term profits 
by 100 per cent of the short-term losses. 
That is not permitted corporations. They 
pay a twenty-five per cent tax (same as 
individuals) on the difference between 100 
per cent of the long-term gains and short- 
term losses. That may make a lot of dif- 
ference in a given case. 


There is likely to be difficulty in tradings 
between a stockholder and his corporation. 
We do not have the same problem in trans- 
actions between a partner and his partner- 
ship. 


Partners can deduct the carry-over of 
‘partnership capital losses up to $1,000 a 
year. This is not permitted to corporations. 

Partners’ drawings are not subject to pay- 
roll taxes or salary stabilization rules. 


Retention of funds for development is not 
dictated by tax considerations. 


Capital losses of business reduce capital 
gains of individual partners. 


Partners can deduct (fifteen per cent of 
their adjusted gross income) their share of 
partnership contributions, while corpora- 
tions are limited to five per cent. Partners 
can also take their share of tax-free interest 
as exempt income instead of as taxed cor- 
porate distributions. 


Other Forms of Doing Business 


Single partnerships and single corpora- 
tions are not the only forms for doing 


business. Here are other methods: Pos- 
sibly you want a separate entity (partner- 
ship, corporation, etc.) for each locality or 
for each division of a business in which you 
will act. Sometimes you can arrange to 
lease someone else’s business. You agree 
to pay him a rental that will be deductible 
from your income for tax purposes. Some- 
times legitimate profit-sharing arrange- 
ments will help to reduce the tax cost 
Instead of forming separate entities, per- 
haps you should sell directly to a locally 
financed independent merchant, manufac- 
turer or jobber, or lease your facilities for 
handling sales to a local agent upon agree- 
ment to handle your product exclusively. 
Combine a business now spread into two 
or more units. Tax and other considera- 
tions may suggest ‘combination into one 
Remember that losses in one branch may be 
permitted as a deduction by the other. That 
avoids the need for consolidated returns. 
Divide the business, if it will get you more 
effective management, by leasing all or part 
of corporate assets for part of gross sales, 
a percentage of net earnings or a flat annual 
sum. 


Economy in selling and benefits that flow 
from marketing similar or complementary 
products often motivate manufacturers to 
team up. They operate a common sales 
agency to market their products. We often 
avoid the corporate form for the common 
sales agency. Otherwise, we have double 
taxation, to the agency and to the manu- 
facturers when the profits are distributed. 
We organize it as a “joint venture” under 
the direction of a common sales agent, who 
manages the venture on a commission ba- 
sis. Profits or losses of the joint venture 
are then picked up by the manufacturers 
on their respective returns. Joint ventures '° 
can also give cash basis individuals control 
of the year for taking a possible loss that 
might arise. 


8’ Two examples show the way to handle this. 

A and B formed a syndicate to buy stock. 
Profits and losses were to be shared equally. 
These losses are deductible when they occur 
even if one of the parties takes ten years to pay 
the other for his share. 

A and B want to do the same thing, but A 
wants to be sure to control the year of his loss 
if one is sustained. B purchases the securities. 


A tells B that he will share gains and losses 


equally. A then gets a loss when he pays B his 
share. In this case the loss to B occurred in 
1929. In 1930 A gave B his note for his share of 
the loss. He paid the note in 1941. That, held 
the court, was the year of his loss. (A was not 
deemed a joint adventurer. He was merely 
under an obligation to reimburse B for his 
losses.) 
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One of the most important (taxwise) but 
little-used business arrangements is the co- 
operative.” Through it, a group of corpo- 
rations can deal with each other so as to 
be sure that profits earned in a joint venture 
may be split on the basis of sales without 
a tax first being paid by the cooperative, 
and that rebates upon purchases from the 
central source dealing for the group are 
readily arranged. 


Conversion of Partnerships 
to Corporations 


If partners in a business want to incorpo- 
rate, they usually pay no tax. They have 
no tax to pay, as a general rule.” Exchanges 
to set up corporations may be made by 
dissolving the partnership. Then you dis- 
tribute the assets in kind to the partners. 
They then transfer them to the corporation 
for its stock. (It has been suggested that 
this method may possibly change the basis 
of each asset to the partners. This is be- 
cause of the value of the assets and the 


basis allocable to each asset.) Or they may 


be made by transferring the assets to the 
corporation for its stock. Then you dis- 
solve the partnership and distribute the 
stock to the partners. 


But sometimes partners may want to pay 


a tax. They do this so that the corpora- 
tion may get a higher basis for the assets 
of their partnership. They might pay a 
capital gains tax of twenty-five per cent on 
the sale of their partnership interests to the 
corporation™ Or a partner may get some 


®* The cooperative has many other advantages. 
It also avoids many difficulties encountered when 
there is a parent-subsidiary arrangement, or 
when another related company organization is 
created. It runs the danger that deductions will 
not be permitted to the parent companies for 
contributions to the céntral agency and income 
of the subsidiary or common agent may be taxed 
to it. This is so even if it is fully paid out to 
the stockholding companies. 


1% That is true if partnership assets are trans- 
ferred to the corporation solely in exchange for 
the securities of that company if immediately 
thereafter the partners are in control of that 
company through ownership of the stock and 
if the amount of securities received by each part- 
ner is substantially in proportion to his interest 
in the partnership before the exchange. 


4u1f fair market value exceeds the cost of the 
partners’ interest, then—automatically—they 
pay a tax of not over twenty-five per cent on 
their profit. Often it may be highly advisable 
to pay a tax on a capital gain. This increases 
the basis of the property to the corporation. 
Later it may greatly reduce subsequent compu- 
tations of income or gain. 


Reorganizing 


advantage in taking a loss. This is due to 
depreciated value of the property on his 
individual return. 


Here are four ways to get a stepped-up ” 
basis: 


1, The securities are distributed to the 
partners in proportions which are not simi- 
lar to their partnership interests. 


2. Some of the securities are sold for 
cash to outsiders. Then in exchange for 
the partnership assets some of this cash is 
paid to one partner. The securities are paid 
to the other partners. 


3. The partners pay cash for the corpo- 
ration’s securities. The corporation then 
buys the partnership assets for cash at mar- 
ket value. 


4. The partners receive other property or 
cash in addition to securities. Otherwise, 
the exchange complies fully with the rules 
for making the exchange tax free. 


Two other points should be noticed. A 
partnership may have low-basis assets, with 
high values now. The tax-free exchange 
will give the new corporation the same low 
basis. When the assets are sold by the 
corporation, the corporation will be taxed. 
Its stockholders will be taxed again when 
the profits are distributed as dividends. 
The moral is: use care in transferring as- 
sets to the corporation. It may be wise for 
the partnership to sell low-basis assets and 
then turn over the cash to the corporation. 


Suppose your partnership has assets now 
worth much less than cost. Should they be 
transferred to the corporation? The an- 
swers vary for particular cases. If you can 
use the loss to cancel out income, sell and 
take the loss before the transfer. If you 
expect the corporation to earn substantial 
amounts, make the transfer. Then have 
the corporation take the loss. In every 
case determine whether the loss will be an 
ordinary loss or a capital loss. 


The mechanics of changing to a corpo- 
ration may be highly important. 


12 In these four cases here is what happens to 
partners’ gain and to basis (if we assume that 
the market value of the assets is higher than the 
cost to the partnership): 1. The partners re- 
port the full gain; corporation takes market 
value as basis. 2. Partners report a gain; the 
corporation increases the basis by this gain, i.e., 
to market value, or its cost. 3. The partners re- 
port the full gain; eorporation uses cash paid as 
basis. 4. The partners report a gain. It is lim- 
ited to the sum of the money and the market 
value of the other property. The corporation 
increases the basis of the assets. It does so by 
adding the amount of gain recognized to their 
cost to the partnership. 
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1. If you incorporate a partnership re- 
porting on the accrual basis, keep the part- 
nership alive. Do this to pay off contingent 
or contested liabilities such as damage 
claims for accidents. All assets, except 
assets sufficient to pay the claims, may be 
transferred to the new corporation. All 
other liabilities may be assumed by it. If 
the new corporation pays these contingent 
or contested liabilities, they must be capi- 
talized.” 


2. If you incorporate a cash basis busi- 
ness, pay off all liabilities first, or have the 
non-corporate business retain enough as- 
sets to pay them off. Thus, you get the 
benefit of the deductions. If these liabili- 
ties are paid later by the corporation, they 
must be capitalized.™ 


3. Be cautious about tax-free transfers 
when the capital investment ratio and the 
profit-sharing ratio in the partnership are 
different. Example: A and B contribute 
$10,000 each to the partnership, but A gets 
seventy-five per cent of the profits and B 
gets twenty-five per cent of the profits. In 
this case, to be tax free, we would have to 
distribute stock equally to each. Hence, 
each would bé sharing equally in the profits. 
One case suggests that you must transfer 
stock to the partners based only on their 
capital proportions. Otherwise, you may 
have a taxed transfer. Forget the ratios 
in profits if they are different.” 


13Then neither the old partnership nor the 
new corporation has the benefit of a tax deduc- 
tion. If the partnership pays these liabilities, 
the partners will get the benefit of the de- 
ductions. 


144A deduction now is worth much more than 
a future capitalization. Then you will have only 
the possibility of some future tax benefit. 


1% Suppose B transferred part of his stock to A 
immediately after the incorporation and A then 
held seventy-five per cent and only twenty-five 
per cent was held by B. The Tax Court decided 
that such an arrangement did not destroy the 
tax-free character. But it may be inadvisable 
to transfer the stock at once. It is to be ob- 
served, however, that in this case the Commis- 
sioner argued for a tax-free transfer. The 
individual tried to have gain or loss recognized. 


It is advisable to make up the difference 
through profit-sharing arrangements if the part- 
ners are employees. You should not give stock. 


16 Assume the following: Two partners orig- 
inally invested $100,000. An additional $100,000 
of earnings has increased the basis of the part- 
ners’ interests to $200,000; the $200,000 is 
composed of inventory of $100,000, accounts re- 
ceivable of $50,000, and fixed assets of $50,000. 
The present fair market value of the inventory 
is $100,000. But the fixed assets are now worth 
$150,000, and the accounts receivable $50,000. 
Under the rule, the basis of the inventory would 
be reduced to one third of $200,000. or $66,667. 
That of the accounts receivable would be re- 
duced to one sixth of $200,000, or $33,333. Good 


4. A non-tax-free transaction calls for 
value of assets contributed rather than cost. 
You might use appraisers in some instances. 

5. Suppose there are limited partners 
who receive a fixed amount annually as 


share of profits. You may continue this 
after incorporating. Give preferred stock 
in appropriate ratios to your former limited 
partners upon incorporation. This would 
still leave the transaction tax free. 


6. Some believe that there is considerable 
peril in the liquidation of a partnership and 
the formation of a corporation. The diffi- 
culty arises where some assets are worth 
more or less than book figures or some 
assets (like good will) are not recorded on 
the books. Our difficulty is due to this 
fact: upon the liquidation of a partnership, 
and the distribution of property in kind to 
a partner, the basis of his property is the 
same as the basis of his partnership inter- 
est.* 


7. If you organize a corporation out of 
your partnership, remember the Section 102 
penalty. Do not transfer cash™ or invest- 
ments to the corporation. 


Conversion of Corporations 
to Partnerships 


The transfer of assets of a corporation ™* 
to a partnership produces gain or loss. The 


will may be set up under some method of calcu- 
lation. Then there would be a further dilution 
of the basis of the other assets. This reduction 
would be reflected by larger corporate profits in 
its first year. Of course, the increased basis of 
the fixed assets would be recoverable ‘through 
higher depreciation charges. But these might 
not be sufficient to offset the loss of the basis in 
the inventory and accounts receivable. 


17 Give your corporation only the bare necessi- 
ties for operation and aid yourself in avoiding 
the penalty tax. If you do not have the money 
in the corporation, you cannot ordinarily be 
held liable for the tax. 


1% There are many advantages in this type of 
change. These advantages are listed in the text 
above. But disadvantages would include in- 
ability of stockholders—now partners—to be in- 
cluded in existing or new pension or profit- 
sharing plans; loss of carry-over and carry-back 
privileges of all- types; creation of income that 
might not otherwise arise until a later date (For 
example, a company using the installment sales 
basis may have income at the time of the liqui- 
dation, rather than in later periods. And there 
are many other similar chances of immediate 
taxation on income that might be deferred); 
creation of income that otherwise might not 
exist (For example, the liquidation might ren- 
der life insurance proceeds taxed to the partner- 
ship. They might have been tax free to the 
corporation). Liabilities at the date of liquida- 
tion which are contingent may never be a deduc- 


(Footnote continued on page 531) 
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stockholders receive the property at fair 
market value. This may give rise to a long- 
term or short-term capital gain or loss. A 
tax saving may result if the recipients get 
the assets at higher values. Suppose one 
of the assets liquidated is inventory that 
has increased substantially in value. Later 
the partnership sells this asset. It will have 
much less tax than the corporation would 
have had upon regular sale of the merchan- 
dise. The individuals pay a capital gains 
tax as a result of corporate liquidation. 
But they save the entire tax on the ordinary 
gains that come later—if they sell the in- 
ventory for the market value at the time of 
liquidation. Similar savings take place on 
depreciable or amortizable assets. Depre- 
ciation deductions on the stepped-up basis 
save taxes later. 


Many questions arise when corporate as- 
sets are distributed to shareholders. What 
do you do with life insurance policies for- 
merly owned by the dissolved corporation? 
If they go to the new partnership, the trans- 
fer may be a “transfer for value.” This 
suffices to subject the proceeds to income 
tax’® when paid upon the death of the in- 
sured. You might do this to minimize your 
problem: 


(1) Place the ownership of policies in the 
parties insured. Do this rather than place 
them in the new partnership or all part- 


(Footnote 18 continued) 

tion to the partnership but would be deductible 
only by the corporation. Liquidation may be 
at a poor time due to a seasonal business, be- 
cause you would be creating income to the cor- 
poration that would not be taxed if it completed 
its full year; and particularly it might not be 
taxed if the corporation had the benefit of the 
carry-backs. Accounting methods of the cor- 
poration may be disturbed. 


19 They would not be taxed if held by the cor- 
poration until it collected the proceeds. There 
is no tax when assets are transferred to a cor- 
poration and the transferees remain substan- 
tially in control of the .new corporation. But 
this same tax advantage does not always follow. 
It is not afforded policies distributed to share- 
holders and assigned by them to a new partner- 
ship. The basis of the assets when distributed 
to the shareholders would not be the same as 
for the corporation. 


ners. (2) Have the insured purchase the 
policies and own them personally. That is 
not a transfer for value. The insured can 
collect the proceeds tax free. (3) Do not 
assign to the new partnership. Do that only 
if you are willing to pay a tax on its collec- 
tion of the proceeds. (4) Depending upon 
the insurability of the employee at liquida- 
tion of the corporation, it is sometimes best 
for a corporation to surrender the policy. 
Its cash value so obtained would be distrib- 
uted to the stockholders among other as- 
sets. The stockholder-partners could then 
get a new policy on the life of the employee. 


Whether or not good will is shown by 
the books, the Treasury may call it a valu- 
able asset in corporate liquidations.” It 
may seek a tax on fair value when it is dis- 
tributed by the liquidating corporation to 
the stockholders. 


The carry-back system may suggest the 
best time to change your business form. It 
may be wise to change on the date during 
the year when you have sustained a loss. 
For example, you are going to change a 
partnership to a corporation. You have 
losses for the first six months of a year, 
but expect profits for the second six months. 
You might make the change on June 30. 
That gets you a refund of tax paid by the 
individual partners.™ 


[The End} 


20 But the danger of being taxed substantially 
for good will is slight in these cases: where the 
income was produced mainly by personal serv- 
ices; where the corporate name or product name 
is unimportant; where profits in the past were 
inconsequential (as is the case for many new 
corporations during early years of develop- 
ment); where the business life depends upon a 
franchise terminable by others (for example, a 
temporary franchise to sell a brand of motor 
cars); where the business is merely an individ- 
ual—he accounts for its sales and profits (for 
example, an insurance agency, a_ brokerage 
house). 


21Or it may pay to make the switch during 
the year if you do not have a loss. The income 
may be small, giving you a small partner’s indi- 
vidual tax. The change may also reduce the 
corporate income for its first fiscal year. Re- 
member that tax brackets for corporations are 
also graduated. 


—— 
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Minimizing Taxes 


in operating a business 


By MARK E. RICHARDSON 


T HAS BEEN SAID many times that 

the best way to minimize the effect oi 
taxation is to eliminate income. This com- 
ment generally is laughed off as being an 
attempt at humor; but such treatment is a 
little premature, because, at least in certain 
circumstances and to a limited extent, tax- 
able income can be eliminated. Obviously, 
however, minimizing taxes relates more to 
a control over tax effects than it does to 
elimination of taxable income. The termi- 
nation of the excess profits tax has reduced 
materially benefits which might arise from 
a control of the time or manner of recog- 
nizing income for tax purposes. However, 
the retention of the carry-back and carry- 
over provisions of the tax law, the possi- 
bility of reduced rates of taxation in the 
future, and the limitation of tax upon capital 
gains all make vital the retention of an 
interest in tax control. 


Types of Control 


Controlling the tax effects of business 
transactions falls into three separate and 
distinct types of control. These three types 
may be described briefly as (1) use of the 
proper tax-accounting methods, bases and 
periods; (2) control over the time of inclu- 
sion of income and the amount thereof; and 
(3) control over the time and amount of 
deductions. 


Use of Proper Methods 


In the large business organization with 
an extensive staff, thought can be, and gen- 
erally is, given to the various methods and 
bases of reporting income which are avail- 
able under the tax law. All too often, how- 
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ever, in the smaller business, this subject 
does not receive its proper consideration. 
For example, many small businesses keep 
their books and report for tax purposes on 
a cash basis. While such a procedure may 
eliminate some bookkeeping costs, it gen- 
erally leads to abnormal fluctuations in in- 
come which could be eliminated by the use 
of the accrual method. It may seem strange 
that this subject would even need to be 
commented upon but information available 
from the Treasury seems to indicate that a 
very large percentage of taxpayers remain 
on the cash basis of reporting. 

The same lack of interest in or knowledge 
of the installment method and the com- 
pleted contract method of reporting income 
seems to be apparent because of their lack 
of use where appropriate. While the use of 
the completed contract method of tax ac- 
counting necessarily is limited by the nature 
of the business and so is appropriate in only 
a limited number of cases, it is overlooked 
many times even in such instances. To 
those engaged in large scale construction 
work for others, it would seem to be the 
most appropriate procedure. Such restricted 
application is not necessarily true with re- 
gard to the installment method of reporting. 
Most retail dealers in personal property 
are acquainted with this accounting proce- 
dure and use it extensively. However, 
many other taxpayers overlook the fact that 
the method may be used by taxpayers who 
are not dealers in personal property and 
may be applied to casual sales of personalty 
and to sales of real property. Even though 
the alternative tax on capital gains is of 
great benefit, there are instances where the 
small business, either corporate or personal, 
can minimize taxes through the use of the 
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installment méthod as applied to gains on 
sales of capital assets. 


When first introduced into the tax law, 
the “last-in, first-out” inventory method re- 
ceived a great deal of attention. However, 
the complicated statutory provisions and the 
involved regulations covering the subject 
scared off many small businesses which 
could have made advantageous use of this 
inventory method. Because of shortages 
and the resultant material increases in price 
of many raw materials, attention should 
again be given to the possible use of this 
method of inventory valuation. For ex- 
ample, it is probable that in a limited num- 
ber of cases the cost of certain basic 
minerals will continue to rise for some time. 
In those businesses where these minerals 
represent a substantial portion of the inven- 
tory, taxes for some years may be mini- 
mized by pricing the inventory on the 
“last-in, first-out” method. 


Most businesses making their first in- 
come tax returns decide upon the use of 
either a bad debt reserve or of the actual 
charge-off method of reporting and then 
cease to give this matter further considera- 
tion. In many instances, changing methods 
of doing business or changing credit con- 
ditions within the industry require periodic 
review of the method of bad debt write-off 
in order to minimize the tax impact. It is 
probable that the approaching portion of a 
business cycle, under post war conditions, 
indicates a decreased volume of business 
and yet increased credit losses in some busi- 
nesses. In such circumstances, a change 
from the reserve method to the actual 
charge-off method might be a major step 
in the reduction of taxes in the future. 


Control Over Income 


In order to exercise proper control over 
the time of inclusion of income for tax pur- 
poses and over the amount of income to be 
reported, detailed examination of almost 
every business transaction should be made. 
This, of course, is not feasible in the aver- 
age business and can be avoided by par- 
ticular scrutiny of year-end transactions and 
of transactions of a particular nature which 
are out of the ordinary. Many so-called 
“check lists” of items of taxable and ex- 
empt income and of different forms of 
reporting income have been prepared. Ex- 
tensive use of these lists is called for when- 
ever a sincere effort toward minimizing 
taxes is made. It probably is impossible 
for any one list or article to include all of 
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_merchandise. 


the various factors which should be con- 
sidered under all possible circumstances. 
The following discussion does not pretend 
to be all inclusive but is intended more as 
being indicative of the type of thing which 
should be looked for and planned in order 
to minimize taxes. 


The realization that all shipments of mer- 
chandise do not give rise, necessarily, to 
immediate gain or loss or to the same 
amount of gain under similar circumstances 
is important to all business taxpayers. 
Where merchandise is shipped “on approval” 
or subject to acceptance by the customer, 
such merchandise is not sold; and gain 
should not be recognized until the accept- 
ance or approval takes place. Similarly, 
shipments of merchandise on consignment 
may serve to defer the recognition of gain 
until a later period without making any 
difference in the time when cash will be re- 
ceived and without affecting the balance 
sheet or the credit position of the taxpayer. 
It is also important to remember that for 
tax purposes cash discounts are not de- 
ductible until actually taken by the customer 
through payment of the net amounts for 
In any instance where it is 
desirable to reduce current income and in- 
crease future income, it may be desirable 
to discontinue cash discounts and provide 
for trade discounts or price reductions 
which will serve to reduce current income. 


An opportunity to control both the time 
and amount of taxable income is presented 
generally when property is being leased or 
services rendered to another and large ad- 
vance payments are considered. Such ad- 
vance payments usually will be income 
when received, even though expenses may 
have to be incurred or services rendered at 
some future time without the receipt of 
any additional income. For this reason, 
if the year in which an agreement is being 
signed is already a profitable one, it may be 
wise to forego advance payments in order 
to anticipate reduced tax rates in the fu- 
ture. If the year of agreement is a non- 
profitable one, there may be an advantage 
in arranging for advance payments even 
at a reduced rate. 


The decision of the Supreme Court in the 
American Dental Company case’ and subse- 
quent decisions of other courts have made 
it mandatory upon anyone seeking to mini- 
mize taxes to consider the form of nego- 
tiations where any obligations are to be 
retired at a discount or any debt settled at 


1 Helvering v. American Dental Company [43-1 
ustc f 9318], 318 U. S. 322. 
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less than its face amount. Such a settle- 
ment or retirement normally would give 
rise to taxable income; but if the transac- 
tion can be brought within the “gratuitous 
forgiveness” concept of the American Dental 
Company case through direct negotiations 
with the creditor involved, recognition of 
any taxable gain may be avoided. 


When a business, normally reporting on 
the accrual basis for tax purposes, finds that 
there is certain income which is doubtful 
of collection, consideration should be given 
to the non-accrual of such income rather 
than to the hope of write-off, if necessary, 
in the future. Where the probability of 
non-collection can be demonstrated, the in- 
come does not have to be accrued; conse- 
quently the write-off in the future at a 
possibly less advantageous time can be 
avoided. 


An outstanding example of the possi- 
bility of the control of taxes or of the time 
of reporting taxable income is apparent 
when consideration must be given to the 
trade-in of old assets on new ones of a 
like kind and where there is likely to be a 
gain on the trade-in because of past depre- 
ciation charges. Ordinarily, such gain is 
not recognized for tax purposes but serves 
to reduce the basis of the new property for 
future depreciation. In many instances, it 
is better to sell the old assets and recog- 
nize the gain, which will generally be sub- 
ject to the twenty-five per cent limitation 
through the operation of Section 117(j), and 
retain a higher basis for the new assets 
which may be depreciated with greater than 
a twenty-five per cent tax effect. 


Control of tax impact in a particular sit- 
uation is well illustrated by the different 
treatments available when stock is owned 
which has large accumulations of dividends 
and which circumstances indicate are about 
to be paid. Presuming that the probable 
payment of the accumulations is public 
knowledge, this is likely to be represented 
in increased value of the shares. As an 
individual taxpayer, it is possible to mini- 
mize your taxes by selling the shares with 
a resultant twenty-five per cent limit upon 
the capital gain realized rather than receiv- 
ing the dividend which may be taxable at a 
higher rate. As a corporate taxpayer, it 
may be more desirable to wait until the 
dividend is received, only fifteen per cent of 
which will be includible in income, and 
then to consider the advisability of sale at 
a loss to offset capital gains. 


Under the provisions of Code Section 
112(b)(6) the gain or loss upon the liqui- 


dation of a subsidiary is not recognized for 
tax purposes. Because of the particular 
statutory requirements as to amount of 
stockholdings and length of time of such 
holdings, it is possible to control the appli- 
cation of this section. In certain instances, 
possibly because of losses otherwise sus- 
tained in a taxable year, it may be desirable 
to have the gain recognized and the in- 
creased basis established for the assets ob- 
tained in the liquidation. This can be 
effected through the change in stock own- 
ership. 


An opportunity to control or minimize 
tax consequences, which is often overlooked 
by corporations, arises from the _ special 
capital gain and loss treatment afforded 
by Section 117(j). If two pieces of depre- 
ciable property used in the business are to 
be sold, one at a profit and one at a loss, 
it is probable that making sure the transac- 
tions take place in different years will mini- 
mize the tax effect. The sale at a profit 
will be subject to the capital gain limitation 
through the operation of Section 117(j), 
and the sale at a loss may be deductible in 
full in some other year. If, for business 
reasons, both of the assets must be disposed 
of in the same year, the tax impact may 
still be minimized by abandoning or scrap- 
ping instead of selling the one on which 
loss is anticipated. While all of the pos- 
sible effects which might result from the 
application of Section 117(j) cannot be set 
forth here, the foregoing example illustrates 
the control which can be exercised when 
the application of this section is consistently 
studied. 


Most antagonists in damage suits are so 
interested in winning their claims that they 
lose sight of the tax advantages or disad- 
vantages which may arise solely from the 
form of final settlement. In many suits of 
this nature, recovery of both capital costs 
and income is involved. Where the final 
settlement does not make specific alloca- 
tion between these factors, it is probable, 
judging from case history, that all of the 
amount received will be considered as in- 
come. It is essential, therefore, in order to 
minimize the tax effects that the settle- 
ment agreement specifically state how much 
is reimbursement for capital loss or good 
will. 


Many taxpayers are not yet acquainted 
with or do not pay sufficient attention to 
the so-called “tax benefit rule,” which was 
first developed by the Tax Court and then 
made of limited statutory application through 
the enactment of Section 22(b)(12). The 
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Code provides for the exclusion from gross 
income of recoveries of bad debts and taxes 
in cases where the deductions of such items 
in prior years had not offset gross income 
and had resulted in no reduction of tax. 
The Regulations, as presently amended, 
provide for similar exclusion of recoveries 
of losses and certain expenses and accruals. 
Proper efforts toward minimizing taxes re- 
quire the review of all types of recovery 
items to determine the possible application 
of this rule. 


Many corporations, particularly small 
closely held ones, overlook the opportunity 
to minimize taxes where they own property 
which has appreciated in value and which 
could be distributed to stockholders in kind 
because it is not needed in the business. 
This is true particularly with regard to se- 
curity holdings. Where property is distrib- 
uted in kind as a dividend, the stockholders 
must report the fair value of such property 
as income. However, the corporation does 
not need to recognize the unrealized ap- 
preciation. In order to obtain the desired 
result, careful wording of the dividend reso- 
lution is required but control and minimi- 
zation of taxes on 
possible. 


An unusual but important method of con- 
trolling tax and possibly minimizing tax is 


available sometimes in a closely held corpo- 
ration where the possible application of 


Section 102 is involved. In a limited num- 
ber of instances, capital gains can be 
realized in sufficient amount to bring the cor- 
poration within the definition of a personal 
holding company. As Section 102 is not 
applicable to personal holding companies 
and as the alternative tax on capital gains 
is in lieu of personal holding company sur- 
tax as well as regular taxes, the elimination 
of any tax under Section 102 is accom- 
plished in such. a circumstance and the 
retention of earnings is made possible with- 
out additional tax. 


The acquisition of treasury stock for 
purposes of subsequent sale to officers and 
employees is a rather widespread practice. 
If the contemplated sale is likely to be at 
a price greater than the cost of the treas- 
ury stock, it is probable that the difference 
will be held to be taxable income to the 
corporation. Where this practice is preva- 
lent, it is generally possible to minimize 
taxes by the elimination of this income 
through the retirement of the Treasury 
shares and the issuance of new shares in- 
stead of the sale of the old shares. 
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the corporation are. 


Control Over Deductions 


A recognition of the difference between 
tax accounting and ordinary accounting 
practice as applied to expenditures which 
may have a lasting although not measurable 
benefit is of major importance in any con- 
sideration of efforts to minimize taxes. 
Most expenses are deductible for tax pur- 
poses when “paid or incurred.” The prac- 
tice of deferring charges to subsequent 
periods has been limited for tax purposes 
only to certain items. It is possible, there- 
fore, in connection with many expenditures 
to control the tax effects by controlling the 
year in which the expenditure is made.. Ex- 
amples of the type of expense which may 
best be controlled are employees’ welfare 
expenses, advertising, repairs, additional 
compensation, vocational training for em- 
ployees, etc. 


It has become established rather well by 
case law that contested liabilities are not 
deductible until termination or settlement of 
the controversy. It is obvious, therefore, 
that control over the time of deduction may 
well be exercised through determination of 
the proper time for compromise or settle- 
ment. In many instances, there may be 
material advantage in making settlements 
which appear somewhat adverse and yet 
which give rise to deductions at a time 
when they will much better serve to mini- 
mize taxes. Controversies of the nature 
under discussion may relate to taxes, in- 
terest, compensation, damage claims, lia- 
bility under guarantees or leasehold liability. 


As pointed out in the discussion of con- 
trol over income, the non-recognition of 
gain or loss on the liquidation of a subsid- 
iary, as provided for in Section 112(b) (6), 
may be controlled through changes in the 
amount or percentage of stock held where 
advantageous. It may be desirable to avoid 
the non-recognition provisions and mini- 
mize taxes through obtaining a deductible 
loss. 


There has been a mistaken impression 
among some taxpayers for many years that 
the deduction for depreciation was one with 
which the Treasury could always find fault 
and which was difficult to sustain. Actu- 
ally, a taxpayer has more control over this 
item than over many other items and is in 
a better position to make his determination 
“stick.” A physical review of equipment 
at periodic intervals, and a reasonable de- 
termination of remaining useful life made 
by someone acquainted with the equipment 
generally can prevent change by the Treas- 


535 





ury and so serve to minimize taxes by elimi- 
nating arbitrary adjustments. 


Where the establishment of a pension 
plan is under consideration and provision 
for past-service credits is essentially part of 
the plan, taxes can be minimized by setting 
up the plan in the proper year. The in- 
volved provisions of the Code relative to 
the deduction for contributions still provide 
an opportunity to get fairly large deductions 
in the early years. It is essential, therefore, 
that these deductions be placed where they 
will do the most good and that the original 
contributions be maintained at the highest 
possible level in order to obtain the great- 
est available deduction. 


The opportunity to minimize or control 
taxes should not be overlooked when the 
acquisition of a new or competitive business 
is contemplated. Many times such pur- 
chase agreements provide for consideration 
to the seller for an agreement not to com- 
pete with the purchaser for a given period 
of time. If, as part of the agreement, the 
portion of the consideration related to this 
non-competitive provision is not designated, 
then it is probable that the Treasury will 
attempt to consider any amount paid in 
excess of the value of assets as good will. 
The cost of the good will would not be a 
deduction for tax purposes. However, the 
consideration to keep the seller from com- 
peting is deductible over the life of the 


agreement. The proper allocation of the 
purchase price, therefore, will control the tax 
deduction, 


When foreclosure of a mortgage is con- 
templated, the mortgagee should not lose 
sight of the tax consequences of the fore- 
closure and the time of its effect. Many 
foreclosures will give rise to bad debt de- 
ductions and also to a capital gain or loss 
transaction. It is essential, therefore, that 
control be exercised over the time of fore- 
closure so that losses will fall within the 
tax year where they will best serve to 
minimize taxes. 


Summation 


As stated at the beginning of this article 
the only reliable method of minimizing 
taxes is to approach each business transac- 
tion with the realization that the possible 
tax involved is a major part of the cost of 
doing business and that the probable tax 
effect of the transaction should be consid- 
ered as well as the business effect. Plan- 
ning the time and the form of a transaction 
can be much more important than dickering 
over a few cents difference in the amount of 
consideration involved. 


It seems safe to assume that it will be a 
long time before business will be free to 
proceed in an ordinary fashion without 
worrying about the tax impact of every 
thing it does. [The End] 


te 
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income tax plann ing 
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By MERLE MILLER 


eee is simpler than the mathe-' 


matical process of reducing individual 
income taxes. Since the tax is determined 
by multiplying the net income by the rate of 
tax, the resulting tax can be reduced only 
by less net income or a lower rate of tax. 
The difficulties encountered are in finding 
the factors which will result in an actual 


reduction in income or tax rate. This means . 


that we must find a section of the Internal 
Revenue Code which literally entitles us to 
a deduction of either income or rate; and in 
addition the facts, which would entitle us to 
that reduction according to the purpose of 
the framers of the particular provision in 
question, must actually exist. 


There was a time in the not-too-distant 
past when tax collecting was still a game 
and the application of some legal fiction or 
the literal observance of some technical pro- 
vision might have been sufficient favorably 
to affect tax liability. But that day is gone 
forever, and we may as well reconcile our- 
selves to the facts of tax life which the 
courts have been trying to tell us for several 
years. While tax rates remain at their pres- 
ent high levels, the computation of anyone’s 
tax liability must be based necessarily upon 
economic realities in order that the govern- 
ment be financed and that there exist an 
equality among taxpayers. Reduced to the 
simplest equation, this means merely that 
things must be actually what we say they 
are. While the courts may have done their 
share in creating a tax confusion resultant 
in a shift from the concept of tax laws 
construed against the sovereign to the pres- 
ent concept that the revenues must be pro- 
tected, much of the present-day confusion 
results from the unwillingness of taxpayers 
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and their lawyers and accountants to believe 
that the courts mean what they have been 
saying in their opinions. 


Even after casting aside the legal legerde- 
main by which tax liability was believed to 
be affected a decade or so ago, there still 
remains plenty of room for affecting the 
income tax liability of an individual for 
better or for worse by advice. Taxes may 
be less than they would otherwise be if cer- 
tain conditions are met, and certainly it is 
possible for a taxpayer to pay more than his 
share if he does not comply with the literal 
requirements of the Code regardless- of the 
equities in his favor. Thus, you can reduce 
income by taking advantage of the exclu- 
sions provided for in Section 22(b), the de- 
ductions set forth in Section 23, and by 
complying with the requirements for tax- 
free exchanges contained in Section 112 of 


the Code. 


There are two major ways of reducing 
the rate of tax applicable to a given amount 
of income. One is by complying with the 
capital gains provisions of Section 117 wher- 
ever possible. The other is by spreading the 
income over a longer period or over more 
taxing entities so as to have the income 
taxed at the lowest possible graduated rate. 
Income may be spread over a longer period 
under the installment sales provisions (Sec- 
tion 44), or under Section 107 relating to 
income earned over a period of thirty-six 
months or more if at least eighty per cent 
is received in a single year. You can spread 
the income over more entities by gifts of 
property, outright or in trust, and by the 
creation of a family partnership, provided 
the resultant relationship is what it appears 
to be and not a cloak for the assignment of 
income. 
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Reducing Income 


Section 22(a) defines gross income in a 
reasonably short paragraph. The remainder 
of Section 22 consists of about nine pages of 
exclusions from gross income. Nevertheless, 
the short definition of gross income has been 
expanded by the courts to include most 
items which Congress forgot, and the nine 
pages of exclusions rarely applies in the 
case of an individual. Even so, these pro- 
visions contain about the last remaining ves- 
tige of a situation where form prevails over 
substance to the benefit of the taxpayer. 


Under Section 22(b)(1), there is excluded 
from gross income amounts received under 
a life insurance contract paid by reason of 
the death of the insured, whether in a single 
sum or otherwise. There is a further provi- 
sion that if the amount is held by the insurer 
under an agreement to pay interest thereon, 
the interest payments shall be included in 
gross income. The courts have held that 
when the beneficiary elects to take insur- 
ance proceeds in in.tallments, the full amount 
received is excluded from gross income. 
This is true despite the fact that those in- 
stallment payments include an item repre- 
senting the equivalent of interest. This 
departure from reality exists solely because 
of the wording of the statute and may be 
changed at the whim of Congress. Until it 
is changed, a client’s tax liability can be 
reduced by exercising the option to take 
installment payments rather than taking cash 
or leaving funds with the insurance com- 
pany on interest.’ 


Other exclusions contained in Section 22 
which affect the individual relate to annui- 
ties where the annuitant can never come out 
ahead and is lucky taxwise to break even; 
to gifts, bequests, devises and inheritances 
which, of course, are excluded from gross 
income; to tax-free interest; to compensa- 
tion for injuries or sickness; to income of 
the lessor upon termination of the lease 
attributable to buildings erected by the lessee ; 
to alimony. 


The deductions provided in Section 23 
range literally from a to z, subjection “a” 
relating to trade or business expense and 
“2” providing for deduction of amounts rep- 
resenting taxes and interest paid to a co- 
operative apartment corporation. Even with 


1 Commissioner v. Winslow [40-2 ustc { 9581], 
113 F. (2d) 418 (CCA-1); Commissioner v. Ells- 
worth B. Buck [41-2 ustc § 9520], 120 F. (2d) 
775 (CCA-2); Kaufman v. United States [42-2 
ustc { 9746], 131 F. (2d) 854 (CCA-4); G. C. M. 
23523, 1943 CB 91. 
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this wide range of deductions, it is remark- 
able how much space there is between items 
and how few of the deductions granted apply 
in a particular case. Of all of these provi- 
sions, the single one around which most 
conflicts arise is 22(a), providing for the 
deduction of amounts spent for ordinary 
and necessary business expenses and for the 
production or collection of income or for 
the management, conservation, or mainte- 
nance of property held for the production 
of income. 


Section 24(a) expressly provides that no 
deduction shall be allowed with respect to 
personal living or family expenses. Conse- 
quently, with respect to an individual, the 
controversy usually revolves around whether 
the expenditure is a personal one or is made 
for business purposes or for the production 
or collection of income or the management, 
conservation or maintenance of property 
held for the production of income. 


Section 112 is noted chiefly as containing 
the reorganization provisions relating to tax- 
free exchanges between corporations and 
between corporations and their sharehold- 
ers. Compliance with the provisions of this 
section is dependent usually upon the plan 
of reorganization as compiled by the corpo- 
ration, or by the method of converting the 
business from one form to another. How- 
ever, Section, 112(b)(1) provides for the 
nonrecognition of gain or loss if property 
held for productive use in a trade or busi- 
ness, or for investment, is exchanged for 
property of a like kind to be held in a 
similar manner. Thus, a building, which 
would produce a large taxable profit if sold, 
could be traded for another piece of prop- 
erty, improved or unimproved; and the only 
tax would be on cash difference received. 
But this nonrecognition provision does not 
extend to property which is used as a resi- 
dence by the taxpayer. It includes only 
property held for productive use in a trade 
or business or for investment, and hence 
would not include property devoted to per- 
sonal uses. Thus, a taxpayer can exchange 
one office building for another without pay- 
ing any tax; but he cannot exchange his 
own residence for another without paying a 
tax on the mathematical gain. 


Reducing Rate of Tax 


There is only one alternative rate of tax 
applicable in the case of individuals, and that 
is with respect to gains from the sale of 
capital assets. Actually these provisions pro- 
vide first for a reduction in income, and then 
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the alternative provision reduces the rate 
applicable to that reduced income; so that 
regardless of the bracket of the individual 
taxpayer, he will not pay a tax in excess of 
twenty-five per cent of the actual gain re- 
leased. In general, capital assets include 
property other than the type held for sale 
in the course of a trade or business. 


The definition of capital assets excludes 
real estate and depreciable property, but 
these are covered specifically in Section 
117(j) and are given preferential treatment 
over and beyond that extended to capital 
assets. Any gain on the sale of real estate 
or depreciable property used in the trade or 
business is taxed as a capital gain and if the 
property has been held for more than six 
months, is includible to the extent of only 
one-half of the gain in gross income or is 
subject to a maximum tax equal to twenty- 
five per cent of the entire gain, whichever 
is the lesser. But if a loss is incurred, it is 
treated as an ordinary loss and may be 
deducted in full from ordinary income as 
distinguished from the limitations on the de- 
duction of capital losses, which are deducti- 
ble only to the extent of one half of the 


loss if the property has been held more - 


than six months, and even then may be off- 
set only against capital gains plus $1,000, 
with a carry-over from vear to year for five 
years, 


In order to qualify for the most favored 
treatment under Section 117(j) the property 
must be “used in the trade or business” of 
the taxpayer. The courts have been very 
generous in finding trades and businesses 
for taxpayers which entitle them to the 
benefits of this section. This present gen- 
erosity stems, however, from earlier cases 
won by the Commissioner when the shoe 
was on the other foot.?, Under present deci- 
sions*® practically any property held for 
commercial uses will qualify as property 
used in the trade or business and will entitle 
a taxpayer to the preferential treatment of 
Section 117(j). 


It is possible to convert 'a non-capital 
asset into a capital asset by incorporating, 
provided, of course, it is not done so bla- 
tantly as to invite the court to disregard the 
corporate entity. If property which does 
not qualify under the definition of capital 
assets has been held more than six months, 
it might be transferred to a new corporation 
under the provisions of Section 112(b)(5) 





2 Fackler v. Commissioner [43-1 ustc % 9270], 
133 F. (2d) 509 (CCA-6). 


3 Leland Hazard [CCH Dec. 15,273], 7 TC —, 
No. 44. 
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and result in a tax-free exchange of prop- 
erty for stock in the new corporation. The 
stock of the new corporation would come 
within the definition of capital assets, pro- 
vided it was not held primarily for sale in 
the course of the trade or business of the 
taxpayer. Under Section 117(h), the stock 
would be regarded as having been held by 
the taxpayer for the same length of time 
which the taxpayer held the traded asset 
pursuant to a tax-free. exchange. Conse- 
quently, the stock would be a capital asset 
held for more than six months; and on its 
sale the taxpayer would have the benefit of 
the long-term capital gain provisions al- 
though he had actually held the stock less 
than six months and although the asset 
which he turned in for the stock would not 
have qualified as a capital asset.* 


Spreading Income 
over Longer Period 


Although the capital gains rate is the only 
alternative rate available to individual tax- 
payers, it is possible to get an alternative 
rate in effect by spreading income as evenly 
as possible over the years to avoid the 
higher brackets in some years and by spreading 
the income over as many taxing entities as 
possible to have more income taxed at the 
lower rates. 


It is possible to spread the gain on the 
sale of an asset over several years by selling 
on the installment plan. If the down pay- 
ment does not exceed thirty per cent of the 
selling price, the taxpayer need report only 
the proportionate part of the gain repre- 
sented by each installment.’ This privilege 
is not without its hazards, however, since 
the taxation of subsequent installments is 
governed by the law then in effect. Thus, if 
the transaction resulted in a capital gain in 
the year of sale and the law was changed so 
that the same transaction would not have 
been taxable as a capital gain in a subse- 
quent year, the installment payment received 
in that subsequent year would be taxed as 
ordinary income regardless of the fact that 
it was a capital gain according to the law in 
effect at the time of sale.° 


Section 107 permits the spreading of in- 
come over prior years where it represents 
compensation for services rendered for a 
period of thirty-six months or more and at 





4, Euleon Jock Gracey [CCH Dec. 14,621], 5 
TC 296. 

5 Section 44, I. R. C. 

6 Harry B. Golden [CCH Dec. 12,553], 47 BTA 
94 (1942). 
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least eighty per cent of the total is received 
in one year. That section also applies to 
patents and copyrights; however, the chief 
interest of most lawyers is its application to 
payments received for personal services. 
Whether Section 107 results in a benefit, can 
be determined only by recalculating the tax 
in prior years, for the possibilities of bene- 
fit are considerably lessened at this time 
since the rates in the prior years were greater 
and incomes were frequently higher. A nice 
question remains unanswered as to the 
years 1942 and 1943 with respect to which 
three fourths of the lesser years’ income tax 
liability was forgiven. Does this operate to 
relieve the taxpayer from liability on three 
fourths of the income attributable to the 
year of forgiveness? A reading of the act 
indicates “yes”; committee reports indicate 
“no”; and the courts should soon give us the 
answer. 


One way of anticipating income, in event 
such an unusual course was desirable, is 
for a cash basis taxpayer to receive a note 
for services rendered, assuming that the 
note is of value. Thus, a fee of $10,000 
which a client would not be able to pay 
until 1948 could be realized in 1947 by hav- 
ing the client give a negotiable note in that 
year. The note would constitute taxable in- 
come to the taxpayer receiving it even though 
he was on the cash basis* but would not 
constitute a deduction to a cash basis tax- 
payer giving the note until the note were 
paid.® 


Spreading Income 
over More Entities 


Since incomes are taxed at graduated rates, 
the tax on the same amount of income can 
be lessened if it is spread over more tax 
entities so as to get more of the income into 
the lower tax brackets. If the separate en- 
tities are bona fide, this method will work; 
but if one or more of the entities is an alter 
ego of one of the principal entities, then 
substance will prevail. The most commonly 
tried methods of spreading a given amount 
of income over more entities have been 
family partnerships, trusts and outright gifts 
of income-producing property. By and large, 
these methods are successful to the extent 
that the new picture represents reality. 





1’ First National Bank, Executor v. Commis- 
sioner [39-2 ustc { 9757], 107 F. (2d) 141 
(CCA-6). 


8 Helvering v. Price [40-1 ustc { 9336], 309 
U. S. 409. 
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Another entity that can be used is the 
corporation. But unless the corporate in- 
come is chiefly from operating sources, there 
is danger of falling into the personal hold- 
ing company category, where the tax on 
undistributed income is seventy-five per 
cent on the first $2,000 and eighty-five per 
cent on all over that amount. Otherwise, 
whether it is taxwise to incorporate a busi- 
ness depends upon the other income of the 
individual and the needs of the enterprise 
for accumulating earnings for needed ex- 
pansion. 


Family Partnerships 


The year 1946 will go down in history as 
the time of the emancipation of wives and 
children. True, there had been laws prior 
to 1946 protecting under-age children from 
the hardships of employment; but there had 
been nothing to prevent their being forced 
into business as partners of their fathers 
during the periods of prosperity. Despite 
all the many labor-saving gadgets for the 
home, woman’s work still seemed destined 
never to be done. After the electric washer 
and ironer had finished the clothes, the elec- 
tric sweeper had cleaned the rugs, the elec- 
tric dishwasher had finished the evening’s 
work, and the children had been put to bed, 
there still was being thrust upon the tired 
housewife the burden of saying, “Well, John, 
how did our business go today?” To which 
John would reply, “Rotten,” and she would 
answer, “By the way, where are we going 
for our vacation this summer?” 


All this was changed in 1946. Children 
need no longer sit in lawyers’ stuffy offices, 
waiting to sign weighty documents making 
them full-fledged partners; and wives may 
eliminate business entertaining from their 
social calendars and need not spend precious 
time signing receipts for money they will 
never see. At least, the Supreme Court of 
the United States made family partnerships 
nonprofitable for tax purposes;® and it has 
been estimated, without the aid of a Gallup 
Poll, that nothing will so discourage the 
natural inclination of a father to form a 
partnership with his wife and minor children 
as the knowledge that his income tax would 
be just as great after he had given way to 
his donative impulses. 


Actually, the Supreme Court decisions did 
not tell us anything new; but they did verify 
things which many did not want to believe. 





® Commissioner v. Francis E. Tower [46-1 ustc 
9189], 66 S. Ct. 532. 
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This is a field where the common sense of 
a layman is a better guide than the legal 
acumen of the lawyer. In most partnerships 
the Commissioner is the principal partner 
in the distribution of profits without having 
made a capital contribution. The best test 
of the validity of a family partnership is to 
place yourself in the position of a principal 
partner and see whether you would squawk 
if your share of the partnership profits was 
diminished by the new arrangement. If so, 
the arrangement is bad, for it is not to be 
supposed that the Commissioner would be 
less articulate than you would be under 
similar circumstances. 


Family Trusts 


Even before family partnerships had be- 
come so prevalent as a means of distributing 
income over more entities, taxpayers had 
tried the device of creating new entities by 
establishing trusts. This was, of course, 
preferred by the average taxpayer since the 
beneficiary would not have the control over 
the trust property which a partner would 
have over partnership property. But the 


grantors went further than merely creating . 


trusts which left the beneficiaries without 
substantial control; the grantors wanted to 
act as trustees and reserve nearly the same 
control over the trust property as they had 
before the trust was created. 


In the now famous Clifford case” a tax- 
payer declared himself trustee of certain se- 
curities for the benefit of his wife. The trust 
was for a term of five years terminable 
before that time upon the death of either 
party with the income distributable at the 
discretion of the grantor-trustee. Any un- 
distributed income became the property of 
the wife upon the termination of the trust. 
The grantor-trustee reserved to the trustee 
full powers to deal with the trust property 
at the absolute discretion of the trustee. 
The income was held taxable to the grantor 
under Section 22(a), which taxes all “gains, 
profit and income,” since as a practical mat- 
ter the grantor had about all the control 
and benefits from the property after creat- 
ing the trust that he had before. 


The court did not designate which of the 
reservations of control it regarded as deter- 
minative in fixing the tax liability of the 
grantor. Consequently, in the many deci- 
sions following the Clifford case it is possible 
to find authority for the taxability or non- 
taxability of trust income to the grantor 


10 Helvering v. Clifford [40-1 ustc {] 9265], 309 
U. S. 331. . 
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under almost any set of circumstances. Since 
trusts are established on a long-term basis, 
the current decisions are not so important 
in this field; but it is more important that 
if a trust is established, it be created from a 
long-range point of view. That means that 
the trust must be a genuine trust with an 
independent trustee and with all of the other 
features vesting control outside the grantor 
which a trust would normally have if it 
was created solely for the benefit of the 
beneficiary and not with an eye toward re- 
ducing the tax liability of the family group 
while retaining in the grantor the control 
which he prizes so highly. 


In most cases this will mean that a trust 
will not be established. In the first place, 
the gift tax is apt to be quite substantial on 
a transfer of property of sufficient size to 
affect materially the income of the grantor. 
In the second place, if the grantor is to 
part with the control which conservative 
advice would recommend, he is quite apt to 
prefer to give the property outright to the 
beneficiary rather than vest that control in 
a third person. This will be true in all cases 
except where for reasons of security it is 
deemed desirable to create a trust, and that 


is a type of case for which trusts were 
intended historically. 


Dividing Dividend Income 
Within Family 


Whatever reservations we have had about 
the effectiveness of family partnerships as 
a means of distributing income within the 
family, we have assumed generally that gifts 
of stock within the family could always 
effect that purpose. While this generaliza- 
tion is still true, it is possible for the gift of 
corporate securities within the family to be 
so restricted as to retain in the donor those 
incidents of ownership which would render 
him taxable on the dividend income of the 
stock he had given. This result was reached 
previously where the restrictions were placed 
on the gift property by the donor.” Now the 
Tax Court has reached a similar result 
where the corporation was used to issue 
securities subject to such restrictions that 
the donor had not parted with sufficient con- 
trol after the gift of those particular securi- 
ties to insulate himself from the tax on the 
income paid to the holder of the securities.” 

11 Joseph Cohen [CCH Dec. 13,427(M)], 2 TCM 
602 (1943). 


12 Carlton B. Overton [CCH Dec. 


15,002], 6 
TC 304. 
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Thus, it is the end result to which the courts 
are looking and not the means by which the 
end is reached. 


In order to reduce income taxes to the 
legal minimum, the stockholders of Castle 
& Overton, Inc., turned in their preferred 
and common stock for new Class A and 
Class B shares. The Class A stock was en- 
titled to dividends at the rate of $10 a share 
each year before any dividends were pay- 
able on Class B stock; and thereafter if any 
dividends were paid, four fifths of the amount 
was to be paid on Class B stock and one 
fifth on Class A stock. The Class B stock 
was non-voting and was entitled to receive 
only $1 a share on liquidation, whereas 
the Class A stock had a book value of about 
$150 a share. All of the stockholders gave 
the non-voting Class B stock to their wives 
and thereafter entered into an agreement 
whereby the wives agreed not to dispose of 
the stock, and all parties agreed to the sale 
of the stock to the survivor upon the death 
of any stockholder. During the next five 
years, dividends in the amount of $150 were 
paid on the non-voting Class B stock, which 
was entitled to but $1 per share on liqui- 
dation. The Commissioner sought to tax 
the dividend income received by the wives 
on the Class B stock to the husband-donors, 
who, by-their retention of Class A voting 
stock, had retained control and almost com- 


plete ownership of the assets of the corpora- 
tion. He also asserted a tax on account of 
the gift by the husbands to the wives. The 
Tax Court held that the control retained by 
the husbands was so substantial that the 
gift of Class B stock to the wives amounted 
merely to a gift of income, so that the hus- 
bands remained liable for the income tax on 
the dividends on the Class B stock they had 
given their wives, and were further liable for 
a gift tax on the dividends received by the 
wives on the Class B stock each year follow- 
ing the gift. 


Summary 


Proper tax planning today consists chiefly 
in advising a taxpayer of the cheapest way of 
doing that which he wants to do. If a tax- 
payer thereby incurs a tax or incurs more 
tax than had been anticipated, he will still 
be paying only for doing that which he 
originally wanted to do. But if we steer a 
taxpayer onto a course which he would not 
have taken except for its supposed tax ad- 
vantages and then an unexpected tax liabil- 
ity accrues, we find a client in a place he 
never wanted to be and paying for the privi- 
lege of going where he never wanted to go. 
and possibly under the necessity of paying 
again for the privilege of getting back where 
he wanted to be in the first place. 

[The End] 


Sc 


\ R. MILLER is a member of the Indiana 
bar and a member of the firm of Ross, 


McCord, Ice & Miller, 
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Protecting 


the Family 


through estate planning 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


By GEORGE E. CLEARY 


| N THESE DAYS of high income, estate 
and gift taxes, every family with substan- 
tial income and resources must take thought 
as to what may be done properly and legally 
to minimize Uncle Sam’s tax cut in the 
family pie, both for the present and for the 
juture. Thought must also be given to pro- 
viding means of financing the payment of 
taxes, particularly estate taxes, without un- 
necessary sacrifice of asset values. The re- 
sult is estate planning, which is devoloping 
its own literature and specialists. Some 
familiarity with estate planning is almost an 
indispensable part of the equipment of the 
present-day lawyer, trust officer or other 
financial adviser. 


In broad outline, the points to be con- 
sidered fall into the following categories: 

1. Splitting the income-producing assets 
of the family among various taxpayers in 
order to lessen the impact of the progressive 
surtaxes, 

2. Reducing the size of the estates of the 
older generation to save estate taxes. 

3. The tax consequences of making inter- 
vivos gifts outright or in trust for any reason. 

4. Providing for life estates, etc., in draft- 
ing wills and trusts in order to reduce the 
burden of present and future income taxes 
and estate taxes. 

5. Reviewing assets and proposed trans- 
actions from the standpoint of liquidity and 
ability to finance estate taxes. 

I shall confine my remarks primarily to 
federal income, gift and estate tax problems, 
although in practice similar taxes imposed 
by the states, or even by municipalities, 
would be part of the problem. 

I also wish to emphasize at the outset that 
tax considerations are only one phase of 
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the problem. Any plan must be tailor made 
to fit the particular situation, and non-tax 
considerations more often than not are the 
controlling and dominant ones. The tax 
consequences, although important and per- 
haps beneficial, are incidental rather than 
primary. In fact, we shall find that if estate 
tax savings are the dominant motive, that 


‘fact may substantially affect the result. 


Gifts v. Bequests 


An individual having a large income, valu- 
able property or securities, and dependents 
such as a wife and ¢hildren for whose future 
security he wishes to provide, naturally views 
with concern the present federal tax system, 
under which a large proportion of his in- 
come, possibly as much as 85%4 per cent 
(Section 12(g) ), must be currently paid as 
income taxes and, upon his death, a large 
proportion of his estate, the top rate being 
seventy-seven per cent, may be payable as 
estate taxes. 

A very fortunate individual owning 
$5,000,000 of assets producing ordinary tax- 
able net income, at three per cent, of $150,000, 
and living at the not unreasonable expense 


‘of $25,000 per year, would find himself in 


the following situation. After federal income 
taxes and living expenses for each year, he 
would retain the modest sum of $18,771. 
If he died, that addition of $18,771 to his 
$5,000,000 estate would increase his federal 
estate tax by sixty-three per cent of the ad- 
dition, or $11,825.73. As the result of that 
year’s income, therefore, his heirs would be 
enriched by $6,945.27. Perhaps we should 
not be concerned too much about these heirs, 
who, after all, would receive, after federal 
estate taxes, some $2,575,945.27. This, at 
three per cent, would produce income of 
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$77,278.36 a year and, if all owned by one 
person, would leave $31,445.37 available, after 
taxes, for living expenses. The net return from 
this property, after payment of the federal 
estate tax and deduction of income taxes at 
present rates, has dropped from $43,771 to 
$31,700.71. But the heir should be able to 
get along on this if the estate tax process is 
not repeated too often, although the chance 
of his rebuilding the estate to $5,000,000 out 
of ordinary taxable income is quite remote. 


However, the present owner of the prop- 
erty contemplating this situation may well 
inquire whether there is not something he 
may legitimately do to improve the situation 
for his family. And in studying the problem 
he usually, or often, has in mind certain 
objectives which have nothing to do with 
taxes or which may be defeated by the tax 
burden, if he does no planning. 


Inter-Vivos Gifts 


Usually the first line of inquiry is the 
possibility of improving the situation by 
making inter-vivos gifts to his wife or children 
or to trustees for their benefit, with a view 
to meeting their needs and safeguarding 
their interests. A result of such action may 
be (a) to split up the income so as to 
reduce aggregate income taxes, and (b) to 
reduce the estate of the donor and hence 
minimize the estate tax on his death. 


Such a problem, of course, must be con- 
sidered in the light of the facts of the partic- 
ular case, with regard to the donor’s situa- 
tion and desires; the nature of the property; 
the status as to age, responsibility, needs 
and health of the donees; the income and 
assets which the donor desires to retain; 
the control, if any, which he wishes to retain 
over the donated property; and all personal 
relationships and special circumstances. Tax 
considerations are only one phase of the 
problem, and must not be allowed to have 
undue weight. 


If we bear these factors in mind, it is 
elementary, and purely a matter of mathe- 
matics, that tax savings can be achieved 
by making inter-vivos gifts instead of waiting 
to let the property pass by inheritance on 
the owner’s death. 


First, an income tax saving results. The 
present federal income tax on $150,000 of 
taxable net income is $106,229. The aggre- 
gate federal income taxes on two net in- 
comes of $75,000 each is $87,723. The aggre- 
gate federal income tax on three net incomes 
of $50,000 each is $66,937, and so forth. 
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Second, of course, the gift tax must be 
paid. The amount of this depends on the 
amount of the gift, the number of donees, 
the gifts made in prior years, and so forth. 


Third, an estate tax saving results. The 
donor’s estate in the above example would 
be reduced from $5,000,000 to $1,763,477.50 ; the 
estate tax would be reduced from $2,430,430 
to $619,764.88, a future possible saving of 
$1,810,635.12. 


This possible estate tax saving is not 
worth face value. If the donor’s expectancy 
is ten years, it is worth, at most, some 
67% per cent of the face amount. If his 
expectancy is twenty-five years, it is worth 
only some 374 per cent of face value. These 
percentages give effect only to the discount 
factor. 

Any consideration of such a problem, how- 
ever, involves more than merely the mathe- 
matics and personal and psychological factors 
involved. 






Qualifications of Gift 


There are two major points: The giit 
must be made in such a way as to be effec- 
tive to shift the income tax burden to the 
donee. In addition, much of the prospective 
saving may be lost if the gift is of such a 
character or made under such circumstances 
that the property is still taxed as part of 
the donor’s gross estate although he no 
longer owns it. Each of these major pitfalls 
would furnish subject matter for a complete 
lecture. These points are briefly considered 
below. 


But aside from these major questions, 
other purely tax factors must be taken into 
account. 


The mathematical computations necessarily 
assume that asset values will not change 
from the date of the gift to the date of the 
donor’s death. This is not true for most 
types of property. The chances of apprecia- 
tion or depreciation in the value of the 
property introduce a variable factor which 
may greatly affect the contemplated result. 
The problem of cash or government bonds 
may be quite different from the problem of a 
highly speculative stock. 


If the donee, although surviving the date 
of the gift by more than five years, pre- 
deceases the donor, on the death of the 
donee, an additional estate tax liability is 
incurred which would not then have arisen 
if the gift had not been made. 

Another risk is that estate tax rates may 
change, or the law may change in other res- 
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pects by amendment, or a shift in court 
decisions. The future tax result never can 
be precisely, predicted. 


Basis and Sale of Property 


The basis of property for income tax 
purposes and the prospects of its early sale 
may be highly important. For example, if 
the property cost $50,000 and is worth $100,000, 
and if the gain is long-term capital gain and 
the property probably will be sold in the 
near future, it would be better for the donor 
to sell rather than give the property to the 
donee. If the donor sold, incurred the capi- 
tal gains tax of $12,500 and gave the donee 
$87,500, the gift tax would be measured on 
that amount. But if the donor made the gift 
in property and the donee sold, the gift tax 
would be measured by $100,000, and the 
donee still would have to pay the capital 
gains tax of $12,500. 


If property costing $100,000 and worth 
only $50,000 is to be sold, again it would 
be better for the donor to sell. He would 
get a $50,000 long-term capital loss, which 
might be valuable to him, whereas the donee, 
if he sold for $50,000, would be allowed no 
loss. The gift tax on the property or on 
the proceeds of the sale would be the same. 


The effect of death on the basis of prop- 
erty also must be taken into account in 
comparing gifts with bequests. 


Although the prospective saving in estate 
taxes may be affected materially if it is 
held that the transferred property is still 
part of the donor’s estate, a substantial sav- 
ing in taxes would result from a gift con- 
cededly made in contemplation of death: 
first, because the gift tax itself, whether paid 
or merely due, is not a part of the decedent’s 
net estate; second, because the gift tax is, 
subject to some limitations, a credit against 
the estate tax. From a purely tax stand- 
point, prospective decedents usually would 
be well advised to make large gifts when 
on their deathbeds to the natural objects 
of their bounty. 


Here again the basis of the assets is im- 
portant. Where the property has a high 
basis as compared with its present value, 
the high basis is preserved for the purpose 
of measuring gain to the donee by making 
such a gift, even in contemplation of death, 
whereas the high basis would be lost if the 
decedent owned the property at death. 
Where, however, the property has greatly 
increased in value over cost, the chance of 
getting a higher basis on the death of the 
owner is lost if such a gift is made. 


Protecting the Family 


Life Estates v. Outright Gifts 
or Legacies 


If one who receives property by inter-vivos 
gift or by inheritance continues to own 
such property until death, on the death of 
the recipient an estate tax is incurred meas- 
ured by the full value of the property, except 
for the deduction of previously taxed prop- 
erty if the recipient dies within five years 
after receiving it (Section 812(c)). If, how- 
ever, the donee or legatee is vested only 
with a life estate, with fixed remainders to 
others, there is no estate tax on the death 
of the life tenant. The termination, at death, 
of a life estate received from another by 
gift or by inheritance is not regarded under 
our law as an occasion for the imposition 
of an estate tax. 


The situation is, of course, different upon 
the death of a transferor of property who 
has reserved a life estate. This difference 
exists not because such a decedent’s tech- 
nical relationship to the property differs 
from that of one who holds a life estate by 
gift or bequest from another, but because 
a special provision of Section 811(c) sweeps 


-into the gross estate the full value, at death, 


of property transferred by the decedent 
with a reservation of income for life. 


It is possible, therefore, under federal law 
and even more under some state laws, in- 
stead of incurring an estate tax on the trans- 
mission of property by each generation, to 
skip such liability for one or more genera- 
tions through the creation of primary and 
secondary life estates. It is possible for a 
man to will the income from all his prop- 
erty to his wife for life and then to his 
children for life, with remainders to his 
grandchildren. As a result, there will be no 
estate tax with respect to such property on 
the deaths of the successive life tenants. 


Income tax savings may also be achieved 
by trusts instead of outright gifts. 


This possibility of saving future estate 
and income taxes through the use of life 
estates or other interests less than complete 
ownership, should be considered in connec- 
tion with any transfer of substantial amounts, 
whether by gift or by bequest—although I 
wish to emphasize again that tax considera- 
tions are only one aspect of any sound 
plan, and must not be allowed undue weight. 


Liquidity 


Under our law, estate taxes are inevitable 
upon the death of any citizen or resident of 
the United States having a net estate of 
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more than $60,000. They are measured by 
the value of the property at date of death 
(or one year thereafter) as finally deter- 
mined by the Commissioner and the courts; 
but they must be paid in cash, normally 
within fifteen months after death. The gov- 
ernment will not take a share in property 
but must be paid in cash, so that the entire 
risk of realizing out of the property the 
valuations placed on it, is on the heirs. 
Furthermore, because these taxes are a pre- 
ferred claim, they may take a very substan- 
tial portion of the net estate and may be 
measured in part by property not owned by 
the decedent. This situation makes it highly 
advisable for every man of means to attempt 
to estimate how his executors or his heirs 
will raise within a relatively short time the 
amount of money necessary to satisfy the 
estate tax liability. This financial problem 
must be borne in mind in connection with 
every major transaction, and the effect of 
the transaction on the liquidity and real- 
izable value of the property which will be 
held must be taken into account. 


A first consideration is to estimate the 
probable amount of the federal estate tax. 
It may not be easy to arrive at the precise 
result because of uncertainties as to valua- 
tions and uncertainties as to the inclusion of 
property previously transferred in the gross 
estate, life insurance and the like, to say 
nothing of possible future changes in the 
law. However, it is important to make as 
accurate an estimate as possible. It is sur- 
prising how few of those who have not made 
such an estimate appreciate the magnitude 
of the estate tax burden. 


The next step is to consider how the 
executors or heirs will, within fifteen months, 
raise the cash to take care of this liability 
as well as state inheritance taxes, debts and 
administration expenses. 


After this information is obtained, a pro- 
gram may be adopted to make the individ- 
ual’s assets more liquid by disposing of 
those which are not readily marketable or 
are difficult to value, by providing life in- 
surance or by reducing the potential estate 
tax liability through gifts or otherwise. 


Burden on Residuary Estate 


In the light of these results, the individual 
then can consider what provisions he can 
safely make in his will for the protection 
of his wife and family or other potential 
beneficiaries. If the old pattern of wills is 
followed, in which cash or property legacies 
are made to friends, distant relatives, em- 


ployees, charities and the like, and the resid- 
uary estate is left to the wife and children, 
the results may be disastrous. The will 
should, of course, provide how the tax bur- 
den should be apportioned as between resid- 
uary legatees, specific legatees, property not 
owned but included in the gross estate, etc. 
All of the estate tax may be payable out of 
the residue. The residue also must bear all 
the risks of fluctuation in value before death, 
and after death all the losses of converting 
property into cash. As a result, the residu- 
ary net estate, designed to protect the wife 
and children, may shrink alarmingly. Be- 
cause of valuation or other problems, the 
tax may be more than anticipated. Property 
specifically bequeathed to others may be 
valued higher than is anticipated. Legacies 
of specific amounts of money remain the 
same and are payable in cash no matter how 
the net estate may shrink. Inter-vivos trans- 
fers or life insurance may be included in the 
gross estate, contrary to present expecta- 
tions. The individual’s property may greatly 
depreciate in value before death. The exe- 
cutors may realize severe losses in convert- 
ing non-liquid assets into cash in order to 
pay taxes and debts after the testator’s 
death. The burden of all this will fall on 
the residuary estate, which is left to the 
family unless care is taken to provide other- 
wise. 


This general situation must be: reviewed 
from time to time as asset values, liabilities, 
tax laws, tax rates and other. conditions 
change. 


Up to this point we have considered, in 
oversimplified form, the factors which should 
be studied and the steps which may be taken 
to protect the family and minimize estate 
and income taxes through estate planning. 
These involve primarily the use of gifts 
rather than bequests, the use of life estates 
rather than outright gifts or bequests, and 
the ready meeting of potential liabilities. 


While these main outlines are clear, there 
are many hurdles in following them. Not 
only must each plan be tailor made to suit 
the situation and desires of the property 
owner, but many possible tax pitfalls must 
be considered and avoided. The more im- 
portant of these will now be discussed. 


Contemplation of Death 


Under Section 811(c), a decedent’s gross 
estate includes the full value of any property 
which the decedent has at any time trans- 
ferred in contemplation of death. I wish to 
consider but one aspect of this elusive prob- 
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lem, namely, the relationship of the con- 
templation of death provision to estate 
planning. 


Estate planning of any substantial char- 
acter inevitably involves consideration of 
the effect of the proposed transactions on 
income, gift and estate taxes. The potential 
saving in estate taxes almost inevitably 
comes up in connection with the making of 
substantial inter-vivos gifts. Does the fact 
that potential saving in estate taxes is con- 
sidered and is one of the motives for the 
transfer, necessarily make the transfer one 
in contemplation of death? The question 
arises also from another aspect. If the 
proposed inter-vivos transfers are correlated 
with testamentary dispositions set up at the 
same time as part of an over-all plan, does 
that correlation necessarily mark the inter- 
vivos transfers as made in contemplation of 
death? In order successfully to avoid a 
holding that the transfers are in contempla- 
tion of death, must the donor and his counsel 
and advisers in some way close their eyes 
to the estate tax consequences, refrain from 
discussing or corresponding about these and 
act with apparent ignorance of these inevita- 
ble results of the action to be taken? So 
far as estate planning is concerned, this point 
seems to go to the very heart of the problem. 


Congressional Intent 


We know from the committee reports 
that Congress enacted the gift tax to protect 
the estate tax from being avoided by the 
making of imter-vivos gifts and to impose 
some tax penalty as consideration for the 
income tax savings which would result from 
splitting property among several taxpayers. 
We also know that Congress deliberately 
made the gift tax rates but three fourths 
of the estate tax rates and provided a sepa- 
rate over-all exemption and a ‘separate 
schedule of tax brackets for the gift tax, 
thereby dangling in front of the property 
owner a financial inducement to give away 
his property in his lifetime and thus accel- 
erate the distribution of wealth which, in 
view of the relatively small amount of 
revenue raised, seems to be one of the pur- 
poses of the heavy estate tax. It was also 
contemplated, apparently, that inter-vivos 
gifts would make serious inroads on the 
estate tax revenues if the gift tax were not 
enacted. In view of these basic considera- 
tions and provisions, it would seem incon- 
gruous that Congress intended by the 
contemplation of death provision automati- 
cally to cancel most of the estate tax saving 
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which would otherwise result from the 
making of inter-vivos gifts. 


Treasury's Interpretation 


A survey of the cases and the history of 
the Treasury regulations makes it clear 
that the Treasury Department definitely holds 
the view that if the avoidance of estate taxes 
was the dominant motive, or possibly even a 
substantial motive, the transfer is necessarily 
one made in contemplation of death; and 
the courts have gone far towards sustaining 
this position, 


The Treasury has made substantial efforts 
to establish that the avoidance of estate taxes 
is a death motive which makes the transfer 
one in contemplation of death. In Estate of 
Rand [CCH Dec. 9831], 36 BTA 1160 (1937), 
the government urged that “since avoidance 
of the estate tax was the ‘dominant motive’, . 
it follows that the gifts were made in con- 
templation of death,” even though there were 
other motives. The petitioners pleaded ignor- 
ance, and claimed that the decedent had not 
considered any savings in death duties which 
might result from the transfers. The Tax 
Court concluded that the impelling motive 


- was thoughts of life and love, and that the 


savings in taxes were merely a gratifying 
incident of the transfers. 


This case, like so many, does not raise the 
question in clean-cut fashion because there 
are mixed motives, of which savings in es- 
tate taxes may be but one of more or less 
importance. 


Astor Case 


However, the government made much 
progress in sustaining its view in the famous 
Astor case (Farmers Loan & Trust Company 
v. Bowers [38-2 ustc J 9471], 98 F. (2d) 794 
(CCA-2, 1938), cert. denied 306 U. S. 648). 
In that case, William Waldorf Astor, some 
three years prior to his death and when he 
was about sixty-eight years old, made irrev- 
ocable transfers of property worth twenty- 
three million dollars which the government 
claimed were made in contemplation of death. 
On the second trial before a jury it appeared 
that he was motivated by a desire to save 
income and estate taxes and by fear of a 
capital levy in England. The District Judge 
instructed the jury that if the jury believed 
the motive of avoiding the estate tax played 
a substantial part in causing Astor to make 
the transfers, the transfers must be held to 
have been made in contemplation of death. 
The jury so held, and the Circuit Court of 
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Appeals afirmed, stating that the evidence 
demonstrated that avoidance of estate taxes 
was a substantial motive for the settlor’s 
action. It appeared that English counsel 
had recommended that the trusts set up be 
made’ revocable, and that they were made 
irrevocable because otherwise there would 
be estate taxes. The court said: 


“The elimination of the powers of revoca- 
tion to save death duties (amounting to mil- 
lions of dollars) plainly shows that the 
transfers were made with a substantial death 
motive in mind.” 


With reference to the lVells case [2 ustc 
7 715], 383 U. S. 102, and the fact that the 
avoidance of estate taxes may not have been 
the dominant motive, the court thought the 
gift was in contemplation of death where 
the motive to avoid estate taxes was sub- 
stantial even though accompanied by motives 
to escape other kinds of taxation such as 
income taxes and the capital levy. To this 
point the case is a clean-cut decision for 
the government on the question under con- 
sideration. But the court added: 


“It may be true that transfers made by 
one in good health and in the prime of life 
were not intended by Congress to be within 
the statute merely because the transferor 
had the saving of death duties in mind. But 
motives such as escaping estate taxes or 
anticipating testamentary provisions when 
actuating an old man in failing health who 
was giving away nearly all his remaining 
property certainly bring the transfers within 
a statute aimed at reaching substitutes for 
testamentary dispositions and preventing 
evasion of estate taxes.” 


' Denniston Case 


A tendency to the contrary view was 
indicated by the almost contemporaneous 
case of Denniston v. Commissioner [39-2 
ustc J 9737], 106 F. (2d) 925 (CCA-3, 1939). 
The Board of Tax Appeals ({CCH Dec. 
10,488] 38 BTA 1076) had based its con- 
clusion that the transfer was in contempla- 
tion of death solely upon its finding that 
one of the dominant and controlling motives 
for the relinquishment of the power of ap- 
pointment and the transfer of the real estate 
was the decedent’s desire to save her estate 
the burden of death taxes. The Circuit 
Court of Appeals accepted the facts on this 
point as found by the Board, but it said: 


“We think that because in carrying out 
a plan to provide for her children the donor 
uses a method which she thinks is best cal- 
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culated to save death taxes the conveyance 
is not thereby conclusively stamped as ‘in 
contemplation of death’. The desire to 
avoid estate taxes may be just as clearly 
present in the mind of a young and vigorous 
donor who thinks of death as far distant as 
in that of one who is old and feeble and looks 
momentarily for its coming. Standing alone 
it cannot be deemed conclusive of a mental 
state such as contemplated by the statutory 
phrase ‘contemplation of death’.” 


The Astor case was distinguished because 
there the donor was in ill health. 


Since the Supreme Court did not review 
either the Astor case or the Denniston case, 
the matter was left somewhat up in the air. 
(See 53 Harvard Law Review 493.) Natural- 
ly, litigation on the point did not cease. 


Amended Treasury Regulation 


The Treasury Department fortified its 
position by issuing T. D. 4966, 1940-1 CB 
220, changing its regulation with respect to 
contemplation of death. The regulation as 
amended and now in effect provides: 


“A transfer is prompted by the thought 
of death if it is made with the purpose of 
avoiding the tax, or as a substitute for a 
testamentary disposition of the property, or 
for any other motive associated with death.” 
There seems to have been no square decision 
as to the validity of the first phrase in this 
regulation. 


Thereafter, in Commonwealth Trust Com- 
bany of Pittsburgh v. Driscoll [43-1 ustc 
7 10,011], 50 F. Supp. 949 (1943), a District 
Court in Pennsylvania held that a transfer, 
by an elderly gentleman to his wife, of a 
residence and garage property which there- 
tofore they had held as tenants by the entire- 
ty, was made in contemplation of death. 
There was no evidence as to the reason for 
the transfers, and the District Judge said: 


“On these facts, we can draw no other 
conclusion than that the transfer was made 
with intention that these properties should 
not be liable for federal estate tax. If.that 
is so, naturally the transfer must have been 
made in contemplation of death. This must 
have been the controlling motive that 
brought about the transfer of these prop- 
erties to the wife alone.” 


This was affirmed per curiam by the Circuit 
Court of Appeals for the Third Circuit [43-2 
ustc § 10,056], 137 F. (2d) 653 (1943), the 
same court which a few years earlier decided 
the Denniston case. The Supreme Court 
denied certiorari (321 U. S. 164). 
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Transfer of Insurance Policies 


The Circuit Court of Appeals for the 
Second Circuit also re-entered the field in 
1943 in First Trust & Deposit Company v. 
Shaughnessy [43-1 ustc { 10,034], 134 F. 
(2d) 940. There, the decedent had trans- 
ferred to a trustee in 1929 certain insurance 
policies on his life, reserving a non-beneficial 
power to amend the trust. In December, 
1934, becoming concerned as to whether the 
reservation of this power might not make 
the policies subject to estate tax, he consulted 
a lawyer, who told him that this might be 
so. For this reason, in March, 1935, he put 
an end to the trust, resumed ownership of 
the policies and transferred them to his wife; 


as a part of a single plan, she transferred ~ 
the policies to a corporate trustee, reserving ° 


full power to revoke and amend. The Dis- 
trict Court held that the policies were trans- 
ferred by the husband in contemplation of 
death. The Circuit Court of Appeals af- 
firmed, principally because the subject of 
the gift was property which would be un- 
available for any beneficial purpose until 
after his death. The only doubt in the court’s 
mind arose from the fact that the wife had 
full power to revoke the trust which she 
created: 


“The only testimony is that Ballard’s 
single purpose in changing from the 1929 
trust to that of 1935 was to save his wife 
from the estate tax which, as his attorney 
told him, might be imposed as matters then 
stood.” 


From this, the court concluded that he did 
not contemplate that his wife would use or 
beneficially enjoy the property during his 
life: 

“The very fact that the shift from the first 
to the second trust was impelled only by a 
desire to escape estate taxes which could 
not fall due before he died, was nearly, if 
not quite, conclusive proof that the powers 
reserved were not deemed as important as 
the post mortem disposition.” 

The effect of the trend of these decisions 
is well shown by the decision in Slifka v. 
Johnson [45-1 ustc § 10,205], 63 F. Supp. 
289 (1945). There, the decedent had trans- 
ferred outright twelve policies of life insur- 
ance insuring his life to his wife in 1936, 
when he was forty-five years of age and in 
good health. Letters from the decedent’s 
insurance agent to the insurance companies 
stated that this change was made for the 
purpose of avoiding estate taxes. The court 
concluded that the decedent’s dominant pur- 
pose in effecting the transfer was to escape 
estate taxes, and said: 
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“Accordingly, I am constrained to find 
that the transfers of the policies were made 
in contemplation of death.” 


This decision was affirmed on the same 
ground by the Circuit Court of Appeals for 
the Second Circuit on March 12, 1947 [47-1 
ustc { 10,548], with special emphasis on the 
further statement by the insurance broker 
that it was the insured’s intention that with 
the consent of the wife policy loans be avail- 
able in his lifetime. 


The Treasury Department and the tax- 
payer attempted to raise the issue sharply 
in Vanderlip v. Commissioner [46-1 Uustc 
q 10,267], 155 F. (2d) 152 (CCA-2, 1946), af- 
firming the Tax Court [CCH Dec. 13,755], 
3 TC 358 (1944). Mr. Vanderlip, after 
borrowing to the limit on certain insurance 
policies on his life, transferred these policies 
to trusts. It was stipulated that in so doing 
he was motivated solely by a desire to avoid 
the estate tax, and that the transfer was not 
otherwise in contemplation of death. The 
Tax Court held that the transfer was in con- 
templation of death because this motive was 
connected with death and not with life. 
The Circuit Court of Appeals affirmed and 


- after discussing motives connected with life 


which might prevent the gift from being in 
contemplation of death, said: 


“Whether these would affect the result, 
we leave open because here the donor only 
desired to avoid estate taxes, and we cartnot 
see how that can be classed among those 
motives which will on any theory take a 
gift out of the section.” 


But the court also relied strongly on the 
fact that the nature of the property was 
such that the donee could secure no enjoy- 
ment from it during the donor’s life, and 
said that in such a case the gift was sub- 
stantially equivalent to a bequest. 


Spendthrift Trusts 


The culminating decision of this series is 
Allen v. Trust Company of Georgia [46-1 ustc 
{ 10,254], 326 U. S. 630 (1946). In this case 
one Spalding, a lawyer, had established in 
1925 two spendthrift trusts, one for his 
daughter and one for his son. In 1934 he 
added securities to each trust. He set these 
up because the beneficiaries needed the money 
and had lost prior gifts made by him in un- 
successful projects. He retained, however, 
a power to amend the trusts with the con- 
sent of the trustee and the beneficiary. Be- 
lieving at that time that this did not prevent 
the gifts from being absolute and that they 
would not be included in his gross estate, he 
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paid gift taxes. In 1935 the decision in Hel- 
vering v. City Bank Farmers Trust Company 
[36-1 ustc [9001], 296 U. S. 85, indicated 
that the reservation of the power to amend 
even with the consent of the beneficiary 
would bring the property within his gross 
estate. He was advised of this in 1937 and 
thereupon renounced the power to amend. 
He did this so that the trust would not be 
part of his estate for estate tax purposes, 
thereby intending to carry out his original 
objective. In 1925, 1934 and 1937 he was in 
good health for a man of his age and had no 
special expectation of death. The District 
Court [44-1 ustc J 10,118] held that the power 
was not relinquished in contemplation of death, 
and intimated that the Treasury regulation 
issued in 1940 was in partial conflict with 
the principles of the Wells case. 


The Circuit Court of Appeals [45-1 ustc 
10,199] affirmed this decision, refusing to 
hold that “one can think his estate into taxa- 
tion if he, in making a gift, had in mind the 
saving of taxes to his heirs or legatees.” 


The United States Supreme Court also 
affirmed this decision. The Court said that 
the government’s argument was that a pur- 
pose to avoid the estate tax was a motive 
of the sort which leads to testamentary dis- 
position. The statute was satisfied where, 
for any reason, the decedent became con- 
cerned about what would happen to his prop- 
erty at his death and as a result took action 
to control or in some manner affect its devo- 
lution. The Court said that this statement 
of the governing principle was correct be- 
cause it assumed the existence of the requi- 
site motive. It also said, however: 


“On the other hand, every man making a 
gift knows that what he gives away today 
will not be included in his estate when he 
dies. All such gifts plainly are not made in 
contemplation of death in the statutory 
sense. Many gifts, even to those who are 
the natural and appropriate objects of the 
donor’s bounty, are motivated by ‘purposes 
associated with life, rather than with the dis- 
tribution of property in anticipation of 
death’.” 


In view of the concurrent finding of facts 
by the two lower courts, the Court accepted 
the conclusion that Mr. Spalding did not 
make the transfer in contemplation of death. 
The result here turned on the fact that the 
original transfers were made for motives 
associated with life and the relinquishment 
of the power in 1937 for the purpose of 
avoiding estate taxes was not treated in- 
dependently, but merely as part of the whole 


transaction, the dominant purpose of which 
was not in contemplation of death. The 
theory and reasoning of the decision tends 
to indicate that if the transaction had been 
merely a transfer of the property in 1937 for 
the purpose of avoiding estate taxes, the 
Court would have regarded it as a transfer 
in contemplation of death. The Treasury 
Department at least regards the Trust Com- 
pany of Georgia case as fully sustaining its 
general position. Mr. Carlton Fox, one of 
the government counsel, in his pamphlet, 
Contemplation of Death, published by the 
Bureau of National Affairs, said, with respect 
to this case: 


“This point is that the court, as stated, 
agreed with the government’s contention 
that a purpose to avoid the estate tax as the 
motivating factor for the making of the 
transfer, or the relinquishment of the power, 
brought either within the ambit of the 
statute. The court agreed that a purpose 
to avoid the tax is a motive of the sort which 
leads to testamentary disposition, because 
it is a motive which would cause a decedent 
to make an inter-vivos transfer rather than 
a will.” 


Where do these decisions leave the 
matter? 


The Committee on Taxation of the Trust 
Division of the American Bankers Associa- 
tion, in its report of January, 1946, said: 


“To say that a transfer is made in con- 

templation of death, if a substantial part of 
the motive for the transfer is a desire to 
Save estate taxes, amounts pretty nearly 
to saying that a transfer is made in con- 
templation of death if the transferor takes 
competent legal advice at the time he makes 
— 
If this is the situation, much estate planning 
is somewhat futile so long as the present 
laws are not changed by statutory amend- 
ment or a change in the court decisions. 


Davidson Case 


The foregoing, however, is only part of 
the picture. If an over-all program is de- 
veloped involving both the making of inter- 
vivos transfers and a plan for testamentary 
disposition of the remaining property, we 
find the courts seizing upon this as a basis for 
holding inter-vivos gifts to be substitutes for 
testamentary disposition. A recent illustra- 
tion is Estate of Davidson v. Commissioner 
[46-2 ustc J 10,518], 158 F. (2d) 239 (CCA- 
10, 1946). The decedent in 1937 transferred 
her interest in certain life insurance policies 
to a trust for the benefit of her sisters, her 
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brother, a niece and nephew. She was then 
in good health, and she used this means, with 
additional life insurance, to take care of certain 
legacies that her husband had requested her 
to make. A few months later she made a 
new will, under which substantially all of her 
estate except some specific bequests was left 
to the same trustee to be held in accordance 
with the terms of the insurance trust. The 
Tax Court [CCH Dec. 14,825(M)] found 
that the transfer of the insurance policies 
to the trust was made in contemplation of 
death. The Circuit Court of Appeals af- 
firmed: 


“Viewed in their entirety, it is not difficult 
to consider the will and the trust instru- 
ments as integrated parts of a single plan, 
testamentary in nature, for the disposition 
of decedent’s estate to take effect at her 
death. . . . The will and the trust had the 
common objective of financial provision for 
the beneficiaries after decedent’s death, and 
it is not unreasonable to conclude from all 
the facts and circumstances in the case that 
they both sprang from the same motive, 
namely, a disposition, in the nature of a testa- 
mentary disposition, of her estate. Nothing 
was accomplished by the trust instrument 
that could not have been done in the same 
way and to the same extent by the will. 
The conclusion by the Tax Court that the 
will and the trust represent a complete plan 
for the disposition of her estate upon death 
is not one which is without support in the 
facts.” 


Decisions such as this indicate the danger 
of a holding that inter-vivos transfers are 
made in contemplation of death where an 
intelligent over-all plan, carefully worked 
out, involves both inter-vivos transfers and 
testamentary dispositions and correlates the 
two in any way. 


This situation makes effective estate plan- 
ning difficult. It is hardly possible for the 
parties to close their eyes to the estate tax 
consequences of inter-vivos gifts. It seems 
impracticable, if not blameworthy, to refrain 
from calling to the client’s attention these 
highly important tax factors. Well-advised 
counsel cannot discuss estate planning prob- 
lems without mentioning the possibility that 
transfers may be held to be made in con- 
templation of death. Suppression or con- 
cealment of computations, correspondence or 


advice, certainly is not a satisfactory solu- 
tion. 


Yet, as a practical matter, we know that 
people must plan. As the Supreme Court rec- 
ognized in the Trust Company of Georgia case, 
one cannot fail to know that if he gives away 
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property in his lifetime, he at least will not 
be the owner of that property at the time 
of his death. We also know that, by and 
large, the government has had rather hard 
going in the contemplation-of-death case, 
notwithstanding the language in the cases. 


Objective of Planning 


The objective of sound estate planning, 
therefore, must be to make inter-vivos trans- 
fers primarily for motives associated with 
life, and to keep such records of the deced- 
ent’s motives that it can be proved that the 
dominant motive for the transfer was asso- 
ciated with life. Furthermore, in the cor- 
respondence and computations care should 
be taken to emphasize the income tax sav- 
ings and the motives associated with life. 
The uncertainties as to the possible estate 
tax savings should be specifically pointed 
out—for example, the discount factor, the 
possible early death of the donee, the possi- 
ble depreciation in the value of the property 
during the donor’s life, the possibility of 
reductions in rates, etc. There is, I think, a 
tendency to overstate and emphasize im- 
properly the potential estate tax savings, 
a tendency which certainly should be avoided. 


If dominant motives associated with life 
can be proved, the law still seems to be 
that the transfer will not be held to be in 
contemplation of death even though the 
parties are conscious of the fact that a saving 
in federal estate taxes may be an incident 
to the transaction. 


This point emphasizes the statement I 
have previously made—that tax motives 
should not be given undue weight. The plan 
should be developed in the light of the in- 
dividual situation to carry out some purpose 
associated with life. Tax considerations 


should be secondary and incidental, and not 
dominant. 


Retention of Power 


In setting up trusts for members of the 
family or others, the grantor often does not 
wish to give up all benefit in the property. 
And if he desires to give up every beneficial 
interest in the property, the situation may 
be such that he, acting as trustee or other- 
wise, properly should retain more or less 


power or control. He may be a skilled in- 
vestor in securities. He may know more 
about the property to be held in trust than 
anyone else in the world knows. Where the 
beneficiaries are his children or grand- 
children, their characters and needs may 
not yet be developed sufficiently to indicate 
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the best provisions to be made for them; 
even the wisest of men cannot forsee all the 
changes which may arise during the life- 
times of prospective beneficiaries. Persons 
who become incompetent may be vested 
with large funds or large income for long 
periods. Because of capital losses or shrink- 
age in interest rates, rents and dividends, 
changes in the cost of living or the burden 
of taxes, the amounts designed for the pri- 
mary beneficiaries may be wholly inadequate 
for their needs if they are entitled only to 
income. As a result, the primary bene- 
ficiaries may not be cared for adequately 
and the trustees may have to preserve the 
corpus for remaindermen, who may be un- 
born children or charities or at least persons 
far less important to the grantor than the 
primary beneficiaries. An inflexible, un- 
changing trust which may last for one or 
more generations is usually undesirable. In 
fact, I understand that in simpler times any 
family trust which was irrevocable and not 
amendable was viewed with suspicion by 
the equity courts. 


Today, however, an inter-vivos transfer 
which is anything less than a complete, out- 
and-out transfer of every interest in the 
property and all power and control over the 
property and its income. by the donor, must 
be carefully considered from the standpoint 
of income, estate and gift tax consequences. 
Furthermore, each tax must be considered 
separately because, unfortunately, the limita- 
tions in the various fields do not follow the 
same pattern. 


For a simple example of the effect of the 
reservation of powers, you all know that a 
power, reserved by the grantor alone, to 
revoke the trust which he creates, in effect 
deprives the trust of all tax consequences. 
The grantor remains taxable on the income 
of the trust (Section 166), the transfer is 
not a gift, and the corpus is includible on the 
grantor’s death in his gross estate (Section 


811(d)). 


If the grantor today creates a trust reserv- 
ing the income for life with remainder to 
others, the property remains a part of his 
gross estate (Section 811(c)). 


These simple situations illustrate the prob- 
lem. I cannot hope to do more here than 
point out the highlights. 


From the estate tax standpoint, if property 
is transferred inter vivos, it will be excluded 
from the donor’s gross estate only if he re- 
frains from reserving the income for life or 
even a contingent life estate. (Commissioner 
v. Estate of Rose, CCA-7, 1947). The gift 


must not be made in contemplation of death, 
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and in fact must be so complete that there 
will be no basis for a claim that the gift takes 
effect in possession or enjoyment only at 
his death. He must retain no power to 
change the dispositions, not even a power to 
terminate the trust and cause the distribu- 
tion of the corpus to beneficiaries. 


Possibility of Reverter 


If there is a possibility of reverter, no 
matter how remote, the full value of the 
property subject to this possibility may be 
included in his gross estate. This inclusion 
is not made under Section 811(a) because 
the actuarial value of the interest retained 
may be infinitesimal. The inclusion is made 
under Section 811(c) on the theory that so 
long as there is a possibility of reversion to 
the grantor, the gift is one intended to take 
effect in possession or enjoyment at or after 
death. Fidelity-Philadelphia Trust Company 
(Stinson Estate) v. Rothensies [45-1 ustc 
{ 10,168], 324 U. S. 108 (1945); Commissioner 
v. Estate of Field {45-1 ustc § 10,169], 324 
U. S. 113 (1945); B. L. Goldstone v. U. S. 
[45-2 ustc J 10,209], 325 U. S. 687 (1945). 
The Tax Court has been making a valiant 
effort to limit the scope of these decisions, 
but its efforts do not seem likely to be suc- 
cessful. Commissioner v. Bank of California 
[46-1 ustc J 10,263], 155 F. (2d) 1 (CCA-9, 
1946), reversing 3 TCM 1290 [CCH Dec. 
14,729(M)], cert. denied October 14, 1946; 
Commissioner v. Estate of Bayne [46-1 ustc 
7 10,272], 155 F. (2d) 475 (CCA-2, 1946), 
reversing 4 TCM 145 [CCH Dec. 14,381(M)]; 
Commissioner v. Spiegel [47-1 ustc J 10,531] 
(CCA-7, 1946), reversing 4 TCM 256 [CCH 
Dec. 14,424(M)]; Thomas v. Graham [46-2 
ustc § 10,526], 158 F. (2d) 561 (CCA-5, 
1946). See, however, Commissioner v. Church 
[47-1 ustc J 10,549], in which the Third Cir- 
cuit, sitting en banc, by a four-to-one vote 
affirmed the Tax Court’s decision in favor 
of the taxpayer because of the Dobson rule, 
thus creating a conflict which the Supreme 
Court may well review. 


¥. D. S312 


By issuing T. D. 5512 on May 1, 1946, 
the Treasury Department has attempted to 
clarify this situation. Under the Treasury 
Decision, a transfer by the decedent during 
his lifetime is held to be “intended to take 
effect in possession or enjoyment at or after 
his death” if two conditions are met: (1) 
the possession or enjoyment of the trans- 
ferred interest can be obtained only by bene- 
ficiaries surviving the decedent; (2) the 


TA XES—The Tax Magazine 





deced 
intereé 
reser’ 
other 

Of 
exten 
decis 
legis] 


Effe 


In 
a SOT 
legis 
parti 
the f 
unce 
v ci 
(194 
regu 
ing 
gran 
166 
inco 
of t 
pow 
and 
the 
whe 
cun 
sub 
coir 
Sec 
met 
to 
whi 
cas 
tho 
era 
tax 

of 
rea 
pri 
in 
dic 
or 
tol 
the 
en. 
wa 
we 
ad 
no 


decedent or his estate possesses any right or 
interest in the property, whether expressly 
reserved or arising by implication of law or 
otherwise. 

Of course, it remains to be seen to what 
extent the courts will follow the Treasury 
decision as, technically, the Treasury cannot 
legislate but can only interpret the statute. 


Effect of Clifford Case 


In the income tax field, there has been 
a somewhat similar development of a quasi- 
legislative regulation by the Treasury De- 
partment in an effort to bring into focus 
the field of income taxation left in a state of 
uncertainty by the decision in Helvering 
v. Clifford [40-1 ustc | 9265], 309 U. S. 331 
(1940). In the Clifford case, there being no 
regulation, the Court held that in determin- 
ing the taxability of trust income to the 
grantor it should look not only to Sections 
166 and 167, specifically dealing with trust 
income, but also to all the circumstances 
of the trust with respect to its term, the 
powers of the donor as trustee or otherwise, 
and the relationship of the beneficiaries to 
the grantor, with a view to determining 
whether the trust income under all the cir- 
cumstances should not be regarded as in 
substance the income of the donor. This is 
commonly referred to as an application of 
Section 22(a), but in fact that section 
merely defines gross income and has nothing 
to do with the identity of the person to 
whom it should be taxed. The Clifford 
case holds that certain trust income, al- 
though not legally the property of the 
grantor, may, nevertheless, be treated for 
tax purposes as belonging to him if in view 
f all the circumstances that is not an un- 
reasonable result. The application of this 
principle necessarily resulted in many cases 
in taxing to the grantor income which he 
did not own and could not obtain legally 
or even by moral suasion. By the same 
token, such income was freed from tax in 
the hands of the beneficiary who owned and 
enjoyed it. But the fundamental difficulty 
was that once legal ownership of income 
was cast aside as the test of taxation, the tax 
administrators and the courts were left with 
no clearly defined guideposts. 


T. D. 5488 


After the courts had struggled with this 
problem for several years with unsatisfac- 
tory and conflicting results, the Commis- 
sioner attempted to clarify the situation by 
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T. D. 5488, issued January 4, 1946, applica- 
ble to 1946 and later years. Under the 
Treasury Decision, not the general combin- 
ation of circumstances but specific powers 
or incidents are the test of taxability. The 
Treasury Decision provides that any one 
of certain definite circumstances will attract 
taxation of the trust income to the grantor. 
These circumstances have to do with the 
term of the trust; powers over the trust 
income or corpus exercisable by the grantor 
or, in some cases, by other persons lacking 
a substantial adverse interest (with certain 
specific exceptions) ; and administrative con- 
trol of various kinds vested in the grantor 
or others. 


How far the courts will follow this regu- 
lation, which does seem legislative rather 
than interpretative in character, remains to 
be seen. The effort to clarify the problem 
was commendable and to some extent was 
invited by the Supreme Court in the Clif- 
ford case. The regulation, of necessity, had 
to deal with specific trust incidents and not 
with the over-all picture in each case, as no 
significant regulation could be drafted on 
the. over-all basis. And the regulation, of 
necessity, had to select as the standard a 
rule which could not line up with all of 
the unharmonious court decisions. But it 
is probably too much to hope for that all 
grantors, trustees and beneficiaries will ac- 
cept the regulation in all respects without 
litigation. See Lynch, “The Treasury In- 
terprets the Clifford Case,” 15 Fordham 
Law Review 161 (1946); Pavenstadt, “The 
Treasury Legislates: The Distortion of 
the Clifford Rule,” 2 Tax Law Review 7 
(1946); Eisenstein, “The Clifford Regula- 
tions and the Heavenly City of Legislative 
Intention,” 3 Tax Law Review 327 (1947). 


One of the characteristics of any regula- 
tion, as compared with a statute, is that 
the Commissioner can change the regulation 
at any time with or without retroactive 


effect. One such change in T. D. 5488 has 
already been proposed by the Commissioner 
after notice to the public and a request for 
suggestions pursuant to‘the Administrative 
Procedure Act. Many feel that amenda- 
tory legislation will be necessary to take 
care of this situation. 


I have referred to the two outstanding 
examples of tax questions which must be 
carefully studied in any estate planning 
where it is felt that it is inadvisable to set 
up an inflexible, unchanging plan to be 
effective over a long period. The retention 
of any interest, power or control by the 
grantor, or even by others than the grantor, 
is suggested as a means of preserving flexi- 
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bility. Many similar problems arise in con- 
nection with inter-vivos transfers of this 
character. 


Where retention of power or control by 
the grantor will cause tax difficulties, the 
natural suggestion is to vest such powers in 
others in whom the grantor has confidence, 
in the case of inter-vivos trusts, or in testa- 
mentary trustees, in the case of a will, or 
possibly in the beneficiaries themselves. 


For example, with respect to inter-vivos 
trusts, powers vested in a distinterested 
trustee may be attributed to the grantor for 
income tax purposes. This is specifically 
done in Sections 166 and 167 and in some in- 
stances in T. D. 5488. It is presumed that 
a disinterested trustee, even though it be a 
great trust company, will exercise discre- 
tionary powers and controls which it holds 
in a fiduciary capacity as directed by the 
grantor. There being some _ subservient 
trustees, and it being administratively diffi- 
cult to determine the exact relationship be- 
tween trustee and grantor in each case, all 
trustees not having a substantial adverse 
interest are for some purposes treated as 
subservient. The grantor’s income tax 
problems, therefore, are not necessarily 
settled by vesting the desired powers and 
controls in others. 


Furthermore, the possession of such do- 
nated powers may cause tax difficulties for 
the holder of the power. If, for example, 
a trust provided that the income should be 
paid either to the creator’s wife or to his 
son or accumulated as the son might direct, 
the son would be taxable on all the income 
because he had power to take it over, even 
though he in fact directed all of it to be 
paid to his mother for her support, as his 
father intended. Regulations 111, Section 
29.22(a)-22. 


If the life beneficiary of a trust has power 
to draw down all or part of the corpus for 
an emergency or business need, the mere 
possession of that power will cause the por- 
tion of the trust corpus subject to the power 
to be included in his gross estate at death if 
he dies after July 1, 1947. Regulations 105, 
Section 81.24. 


If the trustee of a testamentary trust who 
is wholly disinterested is given discre- 
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tionary power over the distribution of either 
income or corpus, he must watch his step, 
particularly if he is a mortal, subject to 
estate taxes. Such a power may be a power 
of appointment. If it is exercised by the 
trustee, or if he releases it after July 1, 
1947, he will be making a gift unless the 
case falls within one of the broad but specific 
exceptions provided in Section 1000(c). And 
if the trustee dies after July 1, 1947, pos- 
sessing such a power of appointment, the 
property subject to the power may be 
treated as part of his gross estate unless the 


case falls within the similar exceptions of 
Section 811(f) (2). 


The estate planner is thus beset on the 
one hand by the obvious practical disad- 
vantage of setting up a long-term inflexible 
plan, and on the other hand by tax consid- 
erations which strongly impel the adoption 
of an inflexible plan. Furthermore, the 
paths of safety from income tax do not 
coincide with those for the estate tax or the 
gift tax. Finding a plan which is wise, just 
and reasonably flexible, and at the same 
time clearly satisfactory (not doubtful) as 
to the differing requirements of the income, 
estate and gift tax, is not a simple task. 
The difficulty is enhanced, of course, by the 
present ambiguity of the safe paths and by 
the lack of prophetic vision as to the future 
provisions of statutes, regulations and court 
decisions, which may close old paths or 
open new ones. 


Enough has been said to indicate that 
estate planning is a technical and difficult 
art. Such planning, however, is highly im- 
portant and too often neglected. Many 
beneficial results can be accomplished in 
supporting and caring for dependents, in 
helping them to develop fields of endeavor 
and activity for themselves and in conserv- 
ing and protecting property and income. 
But there can be no sound planning without 
consideration of tax effects; and sound plans 
which will accomplish the desires of the 
property owner can properly be cast in such 
form and adjusted in such a manner as to 
avoid unnecessary tax burdens or cut down 
present or future tax burdens, particularly 
where the very existence of such tax bur- 
dens might defeat the objective. 


[The End] 
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Tax Problems 
in the purchase 
and sale of securities 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


By LESLIE MILLS 


PERRATS the best way to begin this dis- 
cussion is to remind you that the pri- 
mary motivation in buying and selling property 
should still be the business motive—to buy 
at the lowest price, secure the greatest in- 
come, and sell at the highest price. If you 
are not successful and end by losing money, 
probably, but not necessarily, you will have 
no taxes to pay, and will be entitled to a 
reputation as a tax genius of the highest 
order. But if you do not adopt this guaran- 
teed method of tax control, there are impor- 
tant principles to consider in determining 
and sometimes controlling the size of the 
bite which the tax collector takes out of the 
pie. The tax objectives (always subordinated 
to the business motive) are: 


1. To have profits classified as capital 
gains (including as much as possible of 
current increment). 


2. To have losses classified as ordinary 


losses. 


3. To have the capital gains long term. 
4. To have the capital losses short term. 


5. To make it possible to spread the in- 


come over a long period, should that prove 
desirable taxwise. 


6. To exercise legitimate rights to secure 
gain free of tax. 


7. To secure full deduction of losses and 
expenses. 


8. To exercise all possible control over 
time of taxation of gains and deduction of 
losses, to permit offsetting. 


As an important matter of good business 
judgment, I should like to add a final ob- 
jective—to avoid tax controversies wherever 
possible. If there are two ways to consum- 
mate a transaction, choose the one about 


Tax Problems of Securities 


which there is least question or doubt. It 
may be fun to be a leading citation, but it is 
usually expensive. 


The elements we have to deal with, and 
some special problems and situations, are 
discussed below, with notes on some possi- 
bilities of control and tax savings. 


Determination of Basis 


The Internal Revenue Code begins its 
discussion of basis with the acceptable ac- 
counting concept that the basis for deter- 
mining gain or loss is cost, and then specifies 
twenty-two exceptions in which the basis is 
not cost. These exceptions apply to all prop- 
erties and cover situations in which the basis 
is determined by reference to the cost of a 
prior holder, or to the cost of property given 
up or services rendered in exchange (a so- 
called substituted basis), or it may depend 
on the date the property was acquired, as, 
for example, in some cases of property ac- 
quired prior to March 1, 1913. Some of 
these exceptions apply particularly to se- 
curities, and should be specially noted. 


Securities acquired in a tax-free reorgan- 
ization or exchange have the same basis as 
the securities given in exchange, adjusted 
for cash and other property received. The 
latter will acquire as a basis its fair market 
value at the exchange date. The same rules 
apply to securities acquired in an exchange 
ordered by the Securities and Exchange 
Commission. Securities acquired by rein- 
vestment of proceeds of a sale ordered by 
the Federal Communications Commission 
are governed by the involuntary conversion 
rules. Special provision is also made for 
securities of insolvent corporations received 
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in an exchange, with a distinction drawn as 
to whether or not the exchange was made 
in a taxable year beginning before 1943. 


Each of these situations merits several 
hours discussion. For the purposes of this 
article, they are merely called to your at- 
tention, with the one important comment 
that as these are specific statutory provi- 
sions to be strictly applied, it may be pos- 
sible to exercise through them a measure of 
control in tax planning. Since to come un- 
der the exception it is necessary to comply 
with the rules, it follows that noncompli- 
ance will make the exception inoperative, 
and may result in a better tax position. This 
matter is covered more fully later. 


The problem of determining basis of stock 
acquired as a stock dividend, or of stock 
rights, is not finally clarified despite years 
of confusion and Congressional misinterpre- 
tation of the basic Supreme Court decision. 
However, if the tax status of the stock divi- 
dend or stock rights is known, the basis 
problem is simple. If the distribution is 
taxable, the basis of the old securities re- 
mains unchanged and that of the securities 
received is their fair market value on the 
date of the distribution. If the distribution 
is tax free, the basis must be apportioned. 
If the classes of stock are different, the ap- 
portionment is made on the basis of respective 
market values on the date of the distribu- 
tion. Two exceptions to this apportionment 
rule, made in the interests of equity, should 
be noted: 


1. If a stock dividend was received before 
1936, and tax was paid on it as income, its 
basis for determination of gain or loss on 
subsequent sale is the fair market value at 
the time it was received. 


2. If any of the securities were sold prior 


to 1936, any basis determined by a court 
decision or by a final agreement will be 
recognized on a subsequent sale. 


With respect to the second exception, it 
should be noted that the Commissioner’s 
acceptance of a prior year’s return without 
making any changes does not meet the re- 
quirements for a final agreement. Also, since 
these are intended to be relief sections, it is 
not certain whether the first exception would 
apply if no tax was paid because of offsetting 
losses. 


Regardless of the type of security re- 
ceived, no stock dividend is tax free if the 
recipient has an option to receive money or 
other property. In this event the basis of 
the new stock received is its value at the 
time of distribution. 
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The rule for stock rights is similar to 
that for stock dividends. If such tax-free 
rights are exercised, the new stock acquired 
has as a basis the purchase price plus a 
portion (based on market values) of the cost 
of the basic stock. Since for many years 
taxpayers were permitted to include the 
whole proceeds of rights sold in taxable in- 
come, regardless of their character, the Code 
includes a special provision to prevent dilu- 
tion of the basis of the original stock for 
the unused portion which could have been 
allocated to the rights. 


On occasion, common stock is acquired as 
a bonus on acquisition of preferred stock or 
bonds. The total cost should be allocated 
on a fair basis among the several securities. 
If this is not practicable, proceeds of sales 
are first applied to reduce the total basis 
until it is entirely recovered. 


Adjustments to Basis 


Adjustments to the basis must be made 
with regard to all properties in determining 
gain or loss on sale or exchange. The ad- 
justments which ordinarily arise in the case 
of securities are: 


1. Receipts representing return of capital, 
including distributions in partial liquidation. 


2. Interest in arrears on bonds when pur- 
chased. 


3. Amortization of bond premiums. 


4. Receipt of cash and other property in 
tax-free reorganizations. 


It should be noted that unlike bonds pur- 
chased “flat,” receipt of dividends which 
were in arrears when the stock was pur- 
chased constitutes income and does not re- 
duce the basis for the stock. 


Care should be taken to recognize in- 
creases in the basis for securities resulting 
from “consent dividends,” amounts paid in 
by stockholders to corporate capital, gain 
recognized in exchanges, and profit of for- 
eign personal holding companies imputed to 
their stockholders. 


The proper identification of securities, an 
obvious necessity for tax control, all too fre- 
quently is overlooked. When a taxpayer 
has acquired a block of securities at differ- 
ent times and at different prices, ability to 
specify which security has been disposed of 
may determine whether he has a gain or a 
loss, a short-term or long-term transaction, 
and even affect the allowance of the loss 
for tax purposes, under the wash sales or 
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family transaction provisions. If no identi- 
fication is made, the first-in-first-out rule 
will be applied. 


If securities are registered in the owner’s 
name, identification by certificate number is 
the best and easiest method. If, however, 
they are held by a broker in “street” names, 
it has been held that notification to the 
broker to sell particular securities bought 
at a particular price on a designated date, 
constitutes sufficient identification. However, 
correct instructions must be given to the 
broker—a mere intention to sell a particular 
block will not be sufficient identification. 
And if the broker does not comply with the 
instructions properly, the taxes will be de- 
termined by what has actually been done. 


The Commissioner has taken the position 
that in a corporate reorganization the iden- 
tity of securities turned in is lost, and the 
new securities take an aliquot portion of the 
total basis. However, it has been held that 
identification can be carried through a re- 
organization. This identification is best made 
by certificate number, obtaining a single new 
certificate for each certificate turned in and 
matching the lowest numbers surrendered 
and received. The same procedure should 
be followed when stock dividends are re- 
ceived or when securities are reissued in a 
partial redemption. 


If a reorganization is imminent, security 
holders would be well advised to have stock 
held by brokers reissued in the owner’s 
name before the exchange if identification is 
important taxwise. 


Treatment of Expenses 


The proper treatment of expenses incurred 
in the acquisition or sale of securities may 
have an important effect on taxable income, 
not only by giving an immediate deduction 
when securities are bought, but sometimes 
by giving full tax benefit rather than a lim- 
ited deduction or possibly no benefit at all. 


No deduction as expense is allowed for 
commissions on either purchases or sales of 
securities; such commissions must be added 
to cost or deducted from sales proceeds. 
The Bureau has ruled that this treatment 
applies not only to the ordinary investor but 
also to traders; the one exception the Bu- 
reau recognizes is that dealers may deduct 
as expenses selling commissions (but not 
buying commissions). 


State taxes on the transfer of securities 
are deductible as taxes, and thus can result 
in full tax benefit. However, the Bureau 
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ruled last vear that except for dealers, fed- 
eral transfer taxes are not deductible as 
such, but must be reflected in the cost or 
proceeds of sale of the securities. The Bu- 
reau has announced that it will not apply 
this ruling retroactively to years for which 
returns were filed prior to July 1, 1946. It 
seems questionable whether this ruling is 
proper, especially as applied to taxpayers 
who qualify as traders in securities. 


Investors’ expenses are fully deductible if 
connected with the production or collection 
of income or the management, conservation 
or maintenance of property held for the 
production of income. This allowance is 
extremely broad, and permits deduction of 
such items as investment advisory expenses, 
fees for preparation of tax returns, expenses 
incurred in contesting tax deficiencies and 
costs of maintaining and perfecting title to 
income-producing properties. Its scope and 
limitations are well illustrated by a recent 
Tax Court case in which deduction was al- 
lowed for attorney’s fees with respect to the 
following items held to be sufficiently con- 
nected with production of income or man- 
agement of income producing property: 


1. Advisability of purchasing certain se- 
curities. 


2. Advisability of making loans to corpo- 
rate officers to enable them to conserve their 
stockholdings, and thereby protect the tax- 
payer’s investment in the corporation. 


3. Plans under consideration for rear- 
rangement and reinvestment of the taxpay- 
er’s entire estate. 


In the same case deduction was denied for 
attorney’s fees for advice on establishment 
of a trust for the taxpayer’s daughter, and 
on release of powers of appointment over 
trusts of which the taxpayer was a life in- 
come beneficiary. 


These carefully drawn distinctions sug- 
gest that taxpayers who incur expenses for 
professional fees connected in any way with 
their income or properties, should obtain de- 
tailed bills specifying the fees for each type 
of service. Thus, if the expense for the 
service is allowable only in part, the deduc- 
tion will not fail for lack of proof of amount. 


Short sales of securities present a special 
problem as to treatment of dividends de- 
clared on the stock, which must be paid to 
the lender of the securities. The Circuit 
Court has held that commissions and divi- 
dends paid to the lender are part of the 
taxpayer’s cost, and are not deductible as 
expenses. However, the Tax Court has 
disagreed to the extent of holding that a 
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trader may deduct such dividends as ex- 
penses. Until this conflict is settled, a tax- 
payer should deduct such dividends as expenses 
in the year paid. 


Family transactions and wash sales are 
discussed in some detail later in this article. 
With respect to basis of securities so ac- 
quired, it should be noted that while dis- 
allowance of loss on a wash sale results in 
transfer of the seller’s basis to the buyer, 
the basis to the buyer in a family transac- 
tion is limited to his actual cost, so that 
depreciation in value realized by the vendor 
is lost forever as a tax deduction. 


Basis to Trust 


The basis of property to a trust depends 
upon the nature of the trust and the time 
of its acquisition of the property. For prop- 
erty purchased by the trustee, the basis is 
cost. Property passing to a testamentary 
trust by will takes as basis its value as of 
the date of death. Property acquired as a 
gift by an inter-vivos trust will have the 
basis provided for other gifts—the donor’s 
basis; and for computing loss, the lower of 
the donor’s basis or fair market value at the 
time of the gift. By specific statutory pro- 
vision the basis for property transferred to 
an inter-vivos trust before 1921 is the fair 
market value at the time of the transfer. If 
property was acquired by a trust after 1920, 
other than by gift, bequest, or devise, its 
basis to the trustee is the same as to the 
grantor, adjusted by the gain or loss recog- 
nized to the donor at the time of transfer. 


For property acquired from the estate by 
a testamentary trust, if the estate has exer- 
cised the right to value the property as of 
one year after the date of death, the value 
as of that date will constitute the basis to 
the testamentary trust. The Regulations 
provide that the values determined for estate 
tax fix the basis. But in several cases the 
Tax Court has allowed a different basis. 


Stock Options 


Litigation on the matter of taxation of 
stock options seems to have developed even 
further than merely closing the door on the 
use of options for controlling the time of 
taxation of gain. For a number of years 
the granting of options to corporate em- 
ployees to purchase the corporation’s stock 
at or about its value at the time the option 
was given, was a recognized means of pro- 
viding incentive to employees. Both the 
courts and the Bureau recognized that such 
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options may or may not be compensatory 
in nature, and imputed taxable income at the 
time they were exercised only when the 
compensation factor was present. 


In 1945, the Supreme Court handed down 
a decision on the matter of an option to an 
employee to purchase stock of a corporation 
other than that of the employer corporation. 
Although the option price was at the then 
market, the record showed that the granting 
was intended to be compensation. The Court 
ruled that the employee had received tax- 
able income, at the time he exercised the 
option, to the extent of the difference be- 
tween the option price and the fair market 
value of the stock at that same time. This 
decision merely followed the rule of prior 
cases. 


However, the Bureau thereafter modified 
the Regulations to provide that “if property 
is transferred to an employee for an amount 
less than its fair market value, the difference 
between the amount paid for the property 
and the amount of its fair market value is 
in the nature of compensation and shall be 
included in the gross income of the em- 
ployee.” Thus, the Regulations eliminated 
inquiry as to the true nature of the trans- 
action, and in effect substituted a rule of 
law that any difference between the option 
price and the value at time of exercise is 
“in the nature of compensation.” 


It is difficult to see in the 1945 Supreme 


. Court case justification for the new Regu- 


lation. However, the Tax Court seems to 
be giving substantial support to the Bu- 
reau’s position. A recent decision of the 
Tax Court indicates how far the new view 
extends. In this case the taxpayer received 
an option to buy stock of his employer cor- 
poration, not from the corporation itself, 
but from a stockholder. The court held that 
he received taxable income as he exercised 
the option. 


There seems little foundation in theory 
for imputing income to the purchase of prop- 
erty when its value at the time the right to 
purchase was obtained was not greater than 
the option price. Regardless of the sound- 
ness of the Regulations and the supporting 
cases, however, it would be imprudent to 
enter into such transactions at the present 
time. What, then, can be done? If the 
employee feels that by his own efforts or 
from other causes the stock will appreciate 
in value, it may be possible for him to pur- 
chase outright the stock desired at the then 
market price. Even if he borrowed the 
money therefor, or gave notes to the seller, 
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no income could be imputed to the pur- 
chase. It has been suggested that at the 
same time he could enter into an agreement 
whereby the seller agrees to repurchase the 
stock at a stated price at the option of the 
buyer. While this, as a separate transac- 
tion, would seem to solve the problem, I 
believe the courts would support the Com- 
missioner if he attacked the whole trans- 
action as a tax-dodging device to evade the 
law. 


On the specific problem now under dis- 
cussion, the basis for stock acquired by ex- 
ercise of an option will be cost if no taxable 
income was realized on acquisition or ex- 
ercise of the option, or no cost plus income 
was realized on the acquisition transac- 
tions. Taxpayers who have sold stock so 
acquired should be careful to avoid closing 
tax years of such sales before settlement of 
the taxability of the acquisition transaction. 


Classification of Security 


The tax importance of classification of 
properties as to whether or not they are cap- 
ital assets is obvious. So far as securities 
are concerned, the problem is fairly simple, 
because such properties will constitute cap- 
ital assets, with the one exception of properties 
of dealers, in whose hands they consti- 
tute inventory assets. Even in regard to 
this exception, the Bureau recognizes that 
a dealer may hold securities as capital assets 
if they are acquired and held for investment 
or speculation, and if they are not of a type 
ordinarily sold to customers. In such cases, 
care should be taken to segregate such in- 
vestments from the regular inventories in 
the accounts. 


In addition, by specific statutory provi- 
sion, capital assets do not include discount 
obligations of the United States, a state, a 
municipality, or the District of Columbia, 
issued after March 1, 1941, and payable with- 
out interest at a fixed maturity date within 
one year after the date of issue. Also, the 
law provides that the following transactions 
are treated as resulting in capital gains or 
losses (even though sometimes the asset 
involved is not a capital asset, or there may 
be no sale or exchange): 


1. Redemption or retirement of bond, de- 
bentures or notes in registered form or with 
coupons attached. 

2. Short sales of property. 

3. Failure to exercise options to buy or 


sell property (treated as short-term capital 
gains or losses). 
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4. Partial or complete liquidation of a 
corporation. 


5. Sale or involuntary conversion of de- 
preciable property or real estate used in 
trade or business and held over six months 
(gains are capital gains and losses are ordi- 
nary losses). 


6. Cutting of timber (at option of tax- 
payer). 
7. Nonbusiness bad debts of individuals. 


8. Worthless stock, stock rights, or cor- 
porate obligations in registered form or with 
coupons attached. Such losses are consid- 
ered to have occurred on the last day of the 
taxable year. 


Disposition of Security 


Since the statute sets forth special] meth- 
ods for tax treatment of recognized gains 
and losses, the nature of the transaction dis- 
posing of property is of obvious importance. 
The whole subject of tax-free exchanges 
generally, and corporate reorganizations and 
recapitalizations in particular, is beyond the 
scope of this article. Some particular prob- 
lems, however, may be of interest. 


It was mentioned that gains or losses 
from the partial or complete liquidation of 
a corporation are taxed as capital gains or 
losses. However, such transactions should 
always be considered with Section 115 (g) 
of the Code in mind. This section provides 
that a stock redemption or cancellation es- 
sentially equivalent to distribution of a tax- 
able dividend shall be so treated by the 
recipient. This matter, the subject of a morass 
of litigation, is not of interest to the ordi- 
nary security holder. However, those af- 
fected by this problem or by the related 
problem as to whether receipts in a recap- 
italization constitute dividends, may get 
some light soon when the Supreme Court 
hands down decisions on the Adams and 
Bagley cases, now before it. 


Disposal of securities by gift may offer 
an opportunity for tax control. If a tax- 
payer makes a gift of securities, he will not 
realize taxable gain or loss, although, of 
course, he may have to pay a gift tax. If 
he sells securities at a price below the mar- 
ket price, his gain or loss will be determined 
by the actual proceeds—again, there may be 
a gift tax. Ina recent case in which a tax- 
payer was given the option under his father’s 
will to purchase stock at substantially be- 
low fair market value, it was held that his 
basis was limited to the actual purchase 
price. Nevertheless, tax on unrealized gain 
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can be postponed by means of family gifts, 
with considerable leeway afforded by the 
exemption and credit for the gift tax. 


Taxpayers who make substantial gifts to 
charity may obtain considerable tax savings 
by making such gifts in securities which 
have appreciated in value. Not only is tax 
on the gain avoided, but credit is obtained 
for a charitable deduction in an amount in- 
cluding the untaxed gain. In extreme cases, 
such a transaction may actually result in a 
net tax benefit since the tax reduction re- 
sulting from the contribution can exceed 
the amount of gain on a sale which could 
be retained after taxes. 


Short sales can be used effectively to con- 
trol taxes, by transforming a short-term 
gain, fully taxable, into a long-term gain 
taxed at no more than twenty-five per cent. 
In fact, sometimes it can be used to convert 
an actual gain into a long-term gain, par- 
tially taxed, and a short-term loss, fully 
deductible. 


When stock is sold short, there is no 
completed transaction and, therefore, no 
taxable gain or loss, until the sale is “cov- 
ered” by delivery of stock. If this delivery 
is made by purchase of stock for that pur- 
pose, the gain or loss obviously is short 
term. If it is made with stock held over six 
months, the gain or loss is long term. ° Since 
a taxpayer can be “long” or “short” in a 
stock at the same time, he can control] the 
classification of his gain or loss. 


For example, if a taxpayer owns stock 
with a basis of $40 and a present value of 
$60, he can freeze his gain without regard 
to the holding period by selling the same 
number of shares short at $60. If six months 
after his initial purchase he covers his short 
sale by delivery of his long stock, he has 
realized a long-term gain of $20. If, at the 
time of coverage, the value of the stock had 
risen to $85, he could close out his short 
position by a new purchase, and sell his 
“long” stock on the open market. The re- 
sult would be a long-term gain of $45, one- 
half of which is includible in taxable income, 
and a short-term loss of $25, fully deduct- 
ibie. In other words, an actual gain of $20 
is reflected in the tax return as a net capital 
loss of $2.50. 


Wash Sales 


The problem of wash sales is ever present 
in security transactions. The following 
points should be noted: 


1. While losses on wash sales are disal- 
lowed, gains are fully taxable. 


2. The prohibited repurchase period is 
thirty days before or after the sale. Thus, 
if stock is sold at a loss, there will be no 
deduction if the shares (or substantially 
identical securities) are purchased within 
thirty days thereafter or were purchased 
within thirty days prior to the sale, a sixty- 
one-day prohibited period. + 


3. The wash sales provisions do not ap- 
ply to sales by a dealer of his inventory 
securities, or individual] traders in securities. 


4. The prohibition covers purchase of 
substantially identical securities. While each 
case should be considered on its own facts, 
a significant difference in the equity repre- 
sented by the security, its rights as to in- 
come, as to voting or management, or in 
liquidation, usually will avoid classification 
as substantially identical. 


5. There must be a purchase within the 
sixty-one-day period. Thus, a purchase and 
sale of a security in the period is not a wash 
sale merely because the taxpayer owns some 
of the same security purchased more than 
thirty days prior. 

6. The provisions do not apply to acquisi- 
tions by gift or inheritance, or made in a 
tax-free reorganization. 


Losses in Family Transfers 


Transfers of securities or other property 
between members of a family group require 
skillful handling taxwise because (a) the 
relationship of the parties raises the question 
as to whether the transaction is actually 
what it purports to be, and (b) the Internal 
Revenue Code provides specifically for dis- 
allowance of losses in certain family trans- 
fers. 


The statute provides for disallowance ot 
losses realized on sales or exchanges of 
property between members of a family, de- 
fined in the Code as comprising brothers, 
sisters, spouses, ancestors and lineal descend- 
ants. A sale for any such family member is 
covered even if it is actually made by an- 
other—for example, by a pledge holder of 
collateral—since the property sold was owned 
by a member of the buyer’s family. 


The statutory disallowances apply only to 
losses. Therefore, inter-family sales at a 
gain are fully taxed. However, the transfer 
should be examined to determine whether 
it contains an element of gift to the trans- 
feree. 


Property owned by a partnership is treated 


“as owned separately by each partner; the 


statutory rules as to family transactions are 
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applied separately to each. If a block sale 
of assets is made, the rules apply to each 
property separately. For example, if a block 
of securities is sold to a member of the 
seller’s family as one transaction, it will be 
necessary to compute gain or loss separately 
on each security, the gains being taxable 
and the losses not allowable. This rule has 
been applied so strictly as to require sep- 
arate computation of profit and loss on two 
blocks of stock in the same corporation, ac- 
quired at different times. 


The statute applies to all sales or ex- 
changes, even though the consideration re- 
ceived is as much as or greater than the 
price that could have been obtained in an 
arm’s-length transaction with an unrelated 
buyer. The question of whether the family 
loss provisions can be avoided by sale at a 
loss through a public stock exchange and 
immediate repurchase through a stock ex- 
change by a person related to the seller, is 
now before the Supreme Court for review 
ofaconflict in the Circuit Courts. 


It should also be noted that a loss which 
does not result from a sale: or exchange is 
not within the purview of the family loss 
section of the Code. For example, in one 
case a loss was allowed to a taxpayer who 
released his equity in property to members 
of his family in return for nullification of a 
contract to purchase their interest in the 
property. But a transfer in discharge of an 
obligation is a sale or exchange covered by 
the loss disallowance provisions. 


As noted above, losses on certain worth- 
less securities are treated as capital gains 
and losses, the date of “sale” being arbi- 
trarily set as the last day of the fiscal year 
in which they became worthless. By spe- 
cific statutory provision, gains and losses 
attributable to failure to exercise options to 
buy or sell property are treated as short- 
term gains or losses. 


“When issued” trading sometimes offers 
an opportunity for effective tax planning. 
The tax consequences of such transactions 
arise from the fact that a contract to buy 
and a contract to sell stock “when, as, and 
if issued” are separate capital assets, sep- 
arately considered as to gain or loss and 
period held. If the value of the stock in- 
creases, the “buy” contract may be sold, 
resulting in gain on sale of a contract; or 
another contract to sell the stock may be 
made, giving rise to a separate capital asset. 
When the stock issues, the “sell” contract 
can be satisfied by delivery of the stock 
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received in the “buy” contract, or both con- 
tracts can be disposed of and gain and loss 
computed on each. 


Stock rights have already been discussed. 
Since the rights themselves are capital as- 
sets, their sale will result in a capital gain 
or loss. Since stock rights are treated un- 
der the same theory as is applied to stock 
dividends, computation of the gain or loss 
on rights sold (rather than exercised) will 
depend on whether receipt of the rights was 
tax free (giving them an aliquot portion of 
the basis of the original stock) or taxable 
as a dividend (resulting in a basis equal to 
the amount taxed as income). 


“Puts’’ and ‘Calls’ 


“Puts” and “calls,” available for transac- 
tions in securities listed on organized ex- 
changes, frequently may be used effectively 
to minimize taxes. ‘Puts’ and “calls” are 
options to buy or sell securities, and trans- 
actions in them give rise to gains and losses 
by themselves. Purchase of a “put” gives 
the buyer the right to require the seller to 
buy specified stock at a set price within a 
Stated period. Purchase of a “call” gives 
the buyer the right to require the seller to 
sell specified stock at a set price within a 
stated period. Since “puts” and “calls” are 
options, losses from failure to exercise them 
are short-term regardless of the time held. 


“Puts” can be used to insure realization 
of a gain within the six-month period with- 
out having it classified as short term. For 
example, if stock bought in January at $30 
has risen to $40 in June, its sale would re- 
sult in short-term gain, fully taxable. If the 
taxpayer purchased a “put” in June at $38, 
and waited until the end of the option pe- 
riod to “put” the stock, his gain would be 
long term, only fifty per cent taken into 
account. If by July the stock had risen to 
$50, he would sell the stock (at a twenty- 
point long-term gain) and would let his 
“put” option lapse, thereby suffering a short- 
term loss. 


Similarly, a “call” may be used to protect 
a security position against a rise in market 
price. For example, it may be used to freeze 
part of the profit on a short sale. Purchase 
of a “call” at below the short sale price will 
ensure realization of at least part of the 
profit on the short sale. If the price de- 
clines further, the short sale can be covered 
on the market and the “call” abandoned. 
Ordinarily all of these transactions result in 
short-term gains or losses. 
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For dealers, “puts” and “calls” result in 
ordinary income. The Bureau recently re- 
versed its former position that the proceeds 
are ordinary income to the seller of such 
options, and now holds that the options re- 
sult in short-term capital gain if not exer- 
cised, and reduction of the basis of the 
security if exercised. 


It may be important to consider the tax 
consequences of security sales on the last 
day of a taxpayer’s fiscal year. The Bureau 
holds that a cash basis taxpayer realizes a 
loss when his order is executed, but a gain 
only when delivery is made. Thus, if a tax- 
payer wishes to have gain from a sale on 
the last day of his fiscal year included in 
that year’s return, he must arrange a “cash” 
sale. 


Conditional Sales 


Conditional sales of securities, with the 
property placed in escrow, raise two inter- 
esting questions: When is the gain or loss 
reportable for tax purposes? Who reports 
as income the dividends or interest paid or 
accrued during the escrow period? 


If securities sold are placed in escrow, 
generally the sale will be closed for tax 
purposes in the year the consideration is 
paid to the seller, rather than in a later year 
when the property is delivered to the buyer 
by the escrow agent. However, if the con- 
sideration of the sale is held in escrow, the 
sale will be considered closed when the 
terms of the escrow agreement are complied 
with by all parties. 


_ The problem as to who pays the tax on 
income from the securities while they are in 
escrow, is also the subject of conflicting 
decisions. However, recent decisions on the 
taxes of both parties involved in an escrow 
security transaction give some light on the 
factors to be considered. These cases in- 
volved taxation of a dividend paid on stock 
which M agreed to sell to D. To promis- 
sory notes signed by D, the seller attached 
certificates for the shares covered by the 
notes, and placed them in escrow. As D 
paid each note, the certificate attached was 
delivered to him. The agreement also pro- 
vided that the seller should vote the stock 
but could not authorize a dividend without 
the buyer’s consent; after half the purchase 
price had been paid, the seller had the right 
to nominate all the directors of the com- 
pany. Dividends paid were to be credited 
to the purchase price. 


After being in the paradoxical situation 
of having separate court decisions that the 
dividend was taxable to neither the buyer 
nor the seller, the circuits finally agreed that 
the dividend was taxable income to the 
buyer. The courts based their decisions on 
a consideration of which taxpayer had the 
greatest number of attributes of ownership. 
In the instant case, they concluded that the 
buyer had many more beneficial rights, and 
more powers and privileges, than the seller. 


Obviously, in any case of disposal of se- 
curities involving an escrow agreement, con- 
sideration should be given to application of 
dividends which may be paid during the 
escrow period. The parties should be able, 
by their agreement, to predetermine the 
taxpayer to whom the income should be 
imputed. 


Profit on Exchanges 


Profit on exchanges are measured by the 
fair market value of the property received. 
If such property has no fair market value, 
no profit is realized until the entire basis of 
the property given up has been recovered. 
It should be noted that even if the property 
received admittedly has a substantial value, 
no gain will be recognized unless a fair value 
based on a market (or what a market would 
establish) can be determined. 


If securities are received in an exchange 
with a restrictive agreement making imme- 
diate sale impossible, it has been held that 
they had “no fair market value, capable of 
being ascertained with reasonable certainty.” 
Thus, in exchanges which by themselves are 
of a taxable type, it may be possible to defer 
realization of gain for tax purposes. It 
should be noted that recognition of loss will 
also be deferred, although there is some 
basis for claiming a loss if the amount of 
property with no fair market value is a 
relatively small portion of the total receipts. 


Disposal of Partnership Property 


The tax effect of the disposal of securities 
or other property owned by a partnership, 
is to a significant degree within the control 
of the partners. The tax cost of a sale by 
the partnership and a distribution of the 
proceeds to the partners can be very differ- 
ent from the tax cost of a distribution in 
kind by the partnership followed by a sale 
by the partners. 


In disposing of an individual item of its 
property, every partnership has the choice 
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of either (1) selling or exchanging it on 
behalf of the partnership, or (2) distributing 
the property to the partners for disposal by 
them individually. Under the first method, 
the profit or loss will be determined for the 
partnership and reflected in the individual 
partners’ tax returns in accordance with the 
Internal Revenue Code applied to the part- 
nership agreement. If the second method 
is followed, no taxable income will be real- 
ized by either the partnership or its mem- 
bers, and the partners will determine the 
tax effect to themselves individually as they 
dispose of the property they have received. 
Since there are different rules for compu- 
tation of basis for determining gain or loss 
on sale or exchange under the two methods, 
considerable difference in tax may result. 


If the partnership sells at a profit an asset 
acquired by purchase, the resulting gain will 
be measured by its basis of cost, and will be 
taxed to the partners in accordance with the 
partnership agreement. Ifthe property sold 
was a capital asset, the partners’ share of 
the profit will be capital gain to them. How- 
ever, if the partnership distributes the prop- 
erty in kind, there will be no taxable profit 
or loss to the partners until they dispose of 
the property, and the gain or loss to them 
at that time will be measured, not by the 
partnership cost, but by an allocation of 
their individual basis for their interest in 
the partnership. This allocation is made on 
the basis of fair market value of all partner- 
ship property, at the time of the distribution, 
including the property distributed. 


The effect of this rule can be shown by 
two general observations. First, if the basis 
to the partners for their interests in the 
firm are not in the same proportion as their 
interest in partnership profits, their gain or 
loss on sale (at the same time) of property 
received as a distribution in kind will be in 
different proportions from what their share 
of gain or loss would have been if the prop- 
erty had been sold by the partnership. It 
also follows that the reductions of the basis 
of each partner for the continuing interest 
in the partnership will be in different amounts. 
Second, if the computation of fair market 
value of the assets of the partnership re- 
flects unrealized appreciation or deprecia- 
tion there will be a difference in total gain 
or loss to the partners under the two meth- 
ods even if each partner has the same basis 
for his interest. For example, assume a 
partnership of two partners with equal cap- 
ital contributions and equal interests in 
partnership profits. If the partnership as- 
sets have doubled in value through unreal- 
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ized appreciation, and it sells at no profit 
or loss a purchased asset representing ten 
per cent of the value of its total assets, there 
will be no taxable income to the partners. 
However, if they received that asset in a 
distribution in kind, their basis for it would 
be ten per cent of the basis for their part- 
nership interest, and sale by them would 
result in a gain of fifty per cent of the pro- 
ceeds. This situation results from the ap- 
plication of the rule in the computation of 
the basis for the property, since ten per cent 
of the fair market value of the partnership 
assets would be equivalent to twenty per 
cent of the total basis to the partners for 
their interests. 


Increased difficulty can result if the prop- 
erty in question was acquired by the part- 
nership as a contribution to capital by a 
partner, since such property will have a 
basis to the partnership equal to its basis to 
the contributing partner. Upon sale of the 
property by the partnership, the unrealized 
appreciation or depreciation, as of the time 
of the contribution to capital, will be re- 
flected. In the absence of specific provision 
in the agreement as to distribution of part- 
nership profits, the amount of this unrealized 
appreciation or depreciation will be reflected 
in the allocation of partnership taxable gain 
or loss to the contributing partner. Thus, 
a sale of property by a partnership can re- 
sult in a gain to one partner and a loss to 
another. If such contributed property is 
distributed in kind and sold by the partners 
individually, the principles outlined previ- 
ously will be followed. 


The previous comments have been di- 
rected to the disposal of an item of partner- 
ship property. It has been indicated that 
gains or losses on sales of partnership cap- 
ital assets are capital gains or losses to the 
partners. If the partnership is being liqui- 
dated, the same choice as to sale or distri- 
bution in kind is available. The general rule 
stated above, that no gain or loss results 
from distributions in kind, applies also to 
liquidation distributions by a partnership. 
In some cases, if the assets received consist 
mostly of cash, plus some property of a 
definitely ascertainable market value, it may 
be evident that a loss has resulted. There 
is support for the position that in such a 
case an immediate tax loss has been realized. 


Partners may agree as they wish on how 
partnership profits are to be divided. Every 
partnership should survey the tax effect of 
disposal of its assets, and should be sure 
that the tax consequences of the method 
adopted for disposal will result in accord+ 
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ance with the intent of the partnership 
agreement. And, of course, it should be 
remembered that statutory provisions dis- 
allowing losses on family transfers and 
wash sales also apply to partnership trans- 
actions. 


Trust and Estate Transactions 


With respect to transactions involving 
trusts and estates, it should be remembered 
that the provision disallowing loss on sales 
between related taxpayers applies not only 
to those who stand in family relationship, 
but also to those who stand in a fiduciary 
relationship. Losses are disallowed on sales 
between grantor and fiduciary, between bene- 
ficiary and fiduciary, and between two fidu- 
ciaries with the same grantor. 


Another point to bear in mind is that 
fiduciaries and beneficiaries are “related” 
taxpayers for correcting inconsistent posi- 
tions taken in barred years. 


Noncompliance With Statute 


In dealings involving transfers of securi- 
ties or other properties to a corporation 
controlled by the transferors, the law spe- 
cifically provides that no gain or loss will 
be recognized if certain statutory provisions 
are met. Obviously, if it were desirable to 
have such gain or loss recognized at the 
time of the transfer, that objective could be 
achieved by so arranging the transactions 
as to fail to meet one or more of the stat- 
utory requirements. Thus, it may be pos- 
sible for the transferors to avoid immediate 
control of the corporation possibly by giv- 
ing them less than eighty per cent of the 
voting stock, or by creating interests in the 
corporation’s securities disproportionate to 
the value of the property surrendered. Such 
disproportionate interests may be created by 
arranging assumption of liabilities of one of 
the transferors in greater or less amount 
than permitted under the rules of nonrecog- 
nition of loss. 


Joint Returns 


Filing of joint returns may effect a sub- 
stantial tax saving with respect to security 
gains and losses. In a joint return, capital 
gains and losses of both taxpayers are com- 
bined, thus netting gains and losses of each 
class. In addition, a capital loss shown on 
a separate return may be carried over to a 
succeeding year’s joint return, to be offset 
against gains of the other party. But if a 
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capital loss shown on a joint.return is to be 
carried over to a separate return for a suc- 
ceeding year, it must be allocated between 
the two taxpayers on the basis of their 
actual gains and losses for the year of the 
joint return. 


Sales of securities may be reported for 
tax purposes on the installment basis, pro- 
vided statutory rules on the amount of sales 
price and initial payment are fulfilled. In 
such transactions, consideration should be 
given to whether the contract should pro- 
vide for interest on the installments, or 
whether the total contract price should recog- 
nize the absence of interest. If interest is 
provided for as such, it will be ordinary in- 
come, fully taxable, rather than capital gain 
from receipt of the specified contract price. 


Holding Period 


The Treasury has ruled that the holding 
period of a purchased security begins on 
the day after the purchase and ends on the 
day of the sale. For securities bought ona 
stock exchange, the date of purchase is the 
date when the purchase order is executed, 
not when the securities are received; sim- 
ilarly, the date of sale is the date when the 
sell order is executed, not the date the se- 
curities are delivered. Thus, it seems clear 
that the holding period cannot be extended 
merely by postponing delivery of the se- 
curity sold. 


The statutory theory of substitution of a 


basis by reference to that of another person — 


or another property, arising from the tax 
exemption granted to various types of 
exchanges, necessarily carries with it the im- 
putation of the holding period of the trans- 
feror, or of the property transferred, to the 
holding period of the security or other prop- 
erty received. This addition to the holding 
period is not optional—if the exchange is 
tax free, extension of the holding period is 
mandatory. As previously indicated, sub- 
stantial tax advantage may, on occasion, be 
obtained by control of the statutory holding 
period; this control can be exercised only 
by control of the nature of the exchange 
transaction. 


The holding period of a tax-free stock 
dividend includes the holding period of the 
old stock. However, the statute provides a 
different rule for stock received by exercise 
of rights. Even if the receipt of the rights 
was tax free, the holding period for the new 
stock begins on the date of exercise of the 
rights, even though part of the basis is de- 
termined by reference to another security. 
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Thus, a short-term gain or loss may result 
even though part of the proceeds of sale may 
represent a recovery of cost or basis with 
an acquisition date more than six months 
prior to the sale. 


Securities or rights received as payment 
of interest take a holding period beginning 
on the date received, even if the transac- 
tion was tax free. However, if such securities 
(received in a tax-free exchange) represent 
settlement of unpaid dividends, they acquire 
a substitute holding period with reference to 
the acquisition date of the stock to which 
the dividends apply. 


The determination of holding period for 
securities received in a wash sale transaction 
follows the same rule of imputing to the new 
stock the holding period of the old stock 
on which loss was disallowed. The law pro- 
vides specifically for including the holding 
period of the old stock. This raises the in- 
teresting question of what to do if the sale 
on which loss was disallowed was made 
subsequent to the purchase which brought 
the wash sales provision into effect. If the 
two periods are simply added together, there 
is a double inclusion of the same length of 
time. Generally, such problems, interesting 
though they may be, should be side-stepped 
by avoiding wash sales altogether. 


Family transactions differ materially from 
wash sales. In the latter, the transaction is 
treated as nontaxable and in effect the loss 
is postponed by carrying forward the basis. 
However, losses on inter-family sales are 
specifically denied as deductions. The non 
recognized decline in value is lost forever 
as a tax deduction, and the purchaser’s basis 
is cost, with a holding period commencing 
with the date of purchase. 


Securities received by a partner as a dis- 
tribution in kind from the partnership, carry 
a holding period beginning with the statu- 
tory acquisition date to the partnership. 
This will be the purchase date to the part- 
nership or, if the securities were received 
as a capital contribution from a partner, the 
acquisition date to the contributing partner. 
Thus, an immediate sale of such securities 
after distribution to a partner will result in 
a long-term gain or loss if the partnership 
holding period exceeds six months. 


With respect to estates and trusts, the 
holding period of property for computation 
of capital gain or loss limitation starts with 
the date of death for an estate, a testament- 
ary trust, a legatee or beneficiary. Even 
if the executor elects to value the property 
as of one year after death, the holding period 
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for the testamentary trust or the beneficiary 
starts with the date of death. The holding 
period for property donated to an inter-vivos 
trust begins with the date of acquisition by 
the donor if the trust was created after 1920 
and if the donor’s basis is used. The holding 
period for beneficiaries receiving distribu- 
tion of property from a trust includes the 
period held by the trust whenever, as usually, 
the basis to the beneficiary is the same as to 
the trust. 


The utilization of “puts” and “short sales” 
for purposes of tax control results, of course, 
from their effect on the holding period as- 
signed to the gain or loss reported. 


It has already been noted that losses on 
worthless stocks and bonds are deductible 
as capital losses, and worthlessness is as- 
sumed to occur on the last day of the year. 
So long as the dividing line between short- 
and long-term losses is only six months, 
such losses usually will be long-term. If it 
be pertinent, however, consideration should 
be given to terminating the holding period 
by a sale at a nominal amount, thus cutting 
short the statutory holding period. 


An interesting point on holding periods 
was decided recently by the Fifth Circuit, 
which held that the holding period of a 
capital asset (corporate stock) received in 
a tax-free exchange for a noncapital asset 
(machinery used in business) includes the 
holding period for both properties. Thus, 
gain realized by immediate sale of the stock 
was taxed as a long-term capital gain. The 
court commented that it ought not to be 
possible to obtain this result, but felt that 
the law was clear on the matter. 


Handling Current Increment 


Interest on defaulted bonds applicable to 
periods prior to the purchase date of the 
bonds represents a return of capital, and is 
reflected, therefore, in subsequent capital 
gain or loss, not as current ordinary income. 
This may be a substantial tax advantage 
although if the interest itself were tax free, 
the result would be to transform nontaxable 
income to taxable capital gain. The same 
situation prevails with regard to back inter- 
est on income bonds, the interest on which 
is contingent on earnings. 


Owners of securities held during periods 
of accrual of substantial amounts of such 
interest, will realize ordinary gain if the 
accumulated interest is paid off. They may 
find it profitable to convert this ordinary 
gain into capital gain by selling the bonds 
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before the interest arrears are paid off. Pre- 
sumably, the imminent payment of the ar- 
rears of interest will be reflected in the 
sales price; in any event, the bonds can be 
purchased with the result that the interest 
receipts will represent a return of capital. 
If the sale is at a profit, the wash sales pro- 
visions will not apply. 


Bondholders should also avail themselves 
of the privilege of amortizing premiums 
paid. This amortization is an ordinary de- 
duction, and also reduces the basis of the 
bond. In effect, therefore, it converts in- 
terest income into capital gain. 


Unlike interest, dividends in arrears con- 
stitute ordinary income when received, no 
matter when the stock was bought. They, 
too, however, can be converted into capital 
gain by sale of the stock just before pay- 
ment of the dividend, at which time, pre- 
sumably, the price will reflect the imminent 
dividend. 


Redemption of preferred stock at a price 
including accumulated undeclared dividends 


will result in capital gain rather than in 
ordinary income. The same result may be 
achieved by a recapitalization, except that if 
the corporation’s earnings covered the divi- 
dends, a portion of the distribution will be 
taxed as being essentially the equivalent of 
a taxable distribution. 


Under the Code, dividends received on 
stock of Regulated Investment Companies 
out of long-term capital gains, are reported 
as long-term capital gains by their share- 
holders. However, gains or losses on the 
sale of stock of these companies are classi- 
fied according to the length of time the stock 
has been held. Thus, if such stock were 
purchased just before payment of a capital 
gain dividend (at which time, presumably, 
the imminent dividend would be reflected in 
the market price) and sold after payment of 
the dividend, the net appreciation may be 
transformed into a long-term capital gain 
only fifty per cent taxed, and a short-term 
capital loss fully deductible against capital 
gains. [The End] 


S$. $e 


Me: MILLS is a certified public accountant, vice- 
i chairman of the New York State Society of 
Certified Public Accountants and a member of the 
firm of O. F. Taylor & Company, New York City. 
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Tax Policies 
for prosperity 


ND ANNUAL 
CONFERENCE ON 
FEDERAL TAXATION 


By BEARDSLEY RUML 


7}OR THE SUCCESS of all international 
plans, a continuing high level of employ- 
ment and production in the United States 
is conceded everywhere to be indispensable. 
With high prosperity, we shall require large 
imports of raw materials, and we will find 
ways to obtain for ourselves the economic 
advantages of lower tariffs on foods and 
manufactured goods. With high prosperity, 
we shall be less greedy for foreign outlets 
to take up excess capacity and we shall be 
more willing to see our exports directed to 
the world’s essential needs. With high pros- 
perity, we shall more easily reduce restric- 
tive practices and discriminatory prejudices 


that spring from fear and result in contempt 
and hate. 


The importance of national fiscal policy 
in attaining and maintaining high prosperity 
is so great that there are some who over- 
emphasis what fiscal policy can do, and who 
give the impression that a sound fiscal policy 
by itself would be a panacea for all our eco- 
nomic ills. This, of course, is far from the 
case. Measures of fiscal policy can clear 
the way and can facilitate; they cannot pro- 
duce goods and services, they cannot give 
employment. They can create a situation 
in which high employment becomes possible 
as business, labor and agriculture find the 
way. But all the favorable conditions with 
respect to basic elements and to the organi- 
zation of men and materials for work will 
be unavailing if effective demand is insuffi- 
cient to keep the wheels turning. 


We must recognize that the objective of 
national fiscal policy is, above all, to main- 
tain a sound currency and efficient financial 
institutions, but consistent with this basic 
purpose, fiscal policy should, and can, con- 


Tax Policies for Prosperity 


tribute a great deal toward obtaining a high 
level of productive employment and prosperity. 
Basic Federal Tax Policy Important 


Since taxation is one of the most important 
parts of fiscal policy, let us discuss basic 


_ policy for federal taxation. 


Briefly, the idea behind our tax policy 
should be this: that our taxes should be 
high enough to contribute to the stability 
of our currency, and no higher. Putting it 
another way, our taxes should be as low 
as they possibly can be without putting the 
value of our money in danger of inflation. 
The lower our taxes are, the more pur- 
chasing power will be left at home in the 
hands of the people—money that can be 
spent by them for the things they want to 
buy, or that can be saved and invested in 
whatever manner they choose. 


Now it follows from this principle that 
our tax rates can and should be lowered to 
the point where the federal budget will be 
balanced at what we would consider a satis- 
factory level of high employment. If we set 
our tax rates any higher than this, we are 
reducing unnecessarily the money that pri- 
vate individuals will have to spend and to 
invest; and therefore, we make it more diffi- 
cult for ourselves to get to high employment 
and to stay there. There is wide agreement 
that a satisfactory high level of employment 
in the United States means a national in- 
come at present price levels of at least $170 
billion, and so we should set our tax rates 
to balance the budget at a national income of 
$170 billion, and not at $150 billion or some 
lesser figure. We do not want our tax sys- 
tem to work against us all the way up to 
high employment—in fact, we may never 
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reach high employment if we set our tax 
rates too high. 


When we talk about balancing the budget 
we should remember that there are two 
budgets. One is the conventional budget 
and the other is the consolidated budget on 
a cash basis. President Truman points out 
in his Economic Report that it is the con- 
solidated budget on a cash basis that mea- 
sures the economic impact of government 
transactions on the economy. So obviously 
it is the consolidated budget on a cash basis 
that we should balance at high levels of 
employment. 


The consolidated budget on a cash basis will 
show a surplus of about $4 billion for the 
current fiscal year. Suppose Congress cuts 
the President’s askings for next year by as 
much as $4 billion? Then for 1948, present 
tax rates at high employment would yield 
a total of $8 billion as a surplus. Accord- 
ingly, we are able to cut present tax rates 
to yield $8 billion less than they otherwise 
would, and still the budget would be balanced 
at high levels of employment. 


Under the policy of balancing the budget 
at high levels of employment, debt reduction 
would occur as a matter of course if employ- 
ment exceeds acceptable levels or if prices 
continue to rise. There should be no fixed 
commitment to a program of debt reduction 
except as debt reduction comes automati- 
cally as a result of levels of employment or 
of prices that are too high in terms of the 
long-time national welfare. 


Although we must accept the existence 
of deficits in times of unemployment, they 
will be only in proportion to the emergency. 
The tax policies suggested do not contemplate 
permanent budget deficits as a necessary 
element in the economy. On the contrary, 
they allow for the possible over-expansion 
of private business activity which would be 
checked by public debt retirement. These 
policies do not require, nor do they justify, 
spending for its own sake, nor do they 
approve wasteful expenditure. 


Ca 


R. RUML is chairman of the board of R. H. Macy 
4 and Company, chairman of the board of the Fed- 


Debt Management Essential 


Because of the size of the national debt, 
debt management has become an essential 
part of fiscal and monetary policy. Accord- 
ingly, debt reduction should be associated 
in a consistent program with fiscal and 
monetary decisions and should not be arbi- 
trarily legislated. 


Tax reduction of $8 billion would permit 
a considerable extension of the area of pro- 
posed tax reduction. For example, it would 
be possible at the same time (1) to reduce 
individual income taxes by twenty per cent 
in the aggregate but not necessarily equally 
across the board and (2) to increase exemp- 
tions for dependants by $100, and (3) to 
eliminate all excises, war and pre-war except 
those on tobacco, alcohol and gasoline, and 
(4) to reduce the corporation income tax 
from thirty-eight to thirty-four per cent. Alter- 
native possibilities might well be suggested. 


Tax reduction of magnitude that is both 
possible and desirable, if we think only of 
ourselves, is both unnecessary and undesirable. 
If we will move promptly toward making 
the products of American industry and agri- 
culture more available for world relief and 
reconstruction, we can still reduce taxes 
substantially and at the same time make 
substantial additional loans and gifts abroad. 
In our own interest a greater contribution 
to world rehabilitation by taking less than 
this $8 billion of possible tax reduction appears 
to be the humane and realistic program for 
the coming year. If, for example, taxes 
should be reduced to yield $5 billion less, 
an additional $3 billion could be allocated 
for foreign reconstruction. 


Whether by tax reduction or by foreign 
loans and gifts or by a combination of both, 
our main objective should be to secure a 
continuing high level of productive employ- 
ment in the United States, thereby to pro- 
vide the basis for tranquility at home and 
for peace in the world. [The End] 


eral Reserve Bank of New York and chairman of the 


Business Committee of the National Planning Association. 
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Debt Management 


Management of the Federal Debt. Charles 
C. Abbott. McGraw-Hill Book Company, 
Inc., 330 West 42nd Street, New York 18. 
1946. 194 pages. $2.50. 


Since June 30, 1939, the total direct and 
guaranteed interest-bearing debt of the 
United States has been multiplied to six 
times its former size. A national debt of 
approximately $300 billion cannot safely be 
ignored by all but financiers. It is of serious 
concern to all business, to all taxpayers, and 
to all citizens. 


The author, associate professor of busi- 
ness economics at the Harvard University 
Graduate School of Business Administra- 
tion, hopes that this treatise may help to 
unify the divergent views held by many of 
the persons active in the financial world and 
by professional economists. Admitting the 
impossibility of supplying answers to each 
of the questions he has raised, he believes 
that the very formulation of questions on 
critical issues is an important step toward 
the solution of the problems resulting from 
the drastic alterations in our economy. 


From these problems, Mr. Abbott selects 
for particular discussion the distribution of 
debt ownership, the inducements to hold 
government bonds, the definition of the ob- 
jectives of debt policy, the function of the 
commercial banking system, the apportion- 
ment of federal securities among savings 
institutions (banks and insurance companies), 
and the character of the capital market. 


In a concluding chapter, he indicates the 
ultimate goals of an effective debt manage- 
ment policy. The development of such a 
policy must assume two essential conditions 
—which are also objectives: the preserva- 
tion of government credit and the expansion 
of the national income. 


Current Books of Interest 


BIR Organizdétion and Procedure 


Bureau Procedure. Commerce Clearing 
House, Inc., Chicago 1, Illinois. 1947. 96 
pages. Single copies $1. 


This latest publication of the “CCH Cur- 
rent Law Handybook” series will be of 
special value to the 27,000 Bureau employees 
engaged in enforcement activities and the 
70,000 accountants and lawyers authorized 
to practice before the Treasury Department. 


Under the Administrative Procedure Act, 
the Bureau published as a unit detailed de- 
scriptive material on Bureau organization 
and procedure, which material. until this 
year was scattered in many rulings and 
regulations. This coordinated material, with 
the regulations as amended to April 30, 1947, 
appears in this book. 


National Tax Association 
Conference 


Proceedings of the Thirty-ninth Annual Con- 
ference on Taxation. Edited by Ronald B. 
Welch. National Tax Association, Sacra- 
mento, California. 1946. 527 pages. $3.75. 


In addition to the lectures delivered at 
the National Tax Association’s Annual Con- 
ference, held at Chicago, June 3-6, 1946, this 
volume reports the discussion accompany- 
ing the lectures and the minutes of the as- 
sociation’s annual meeting. 


It was at this conference that Stanley S. 
Surrey, in his address on “Family Income 
and Federal Taxation,” proposed the plan 
—currently receiving wide attention—for Con- 
gressional legislation to remove discrimina- 
tion between taxpayers in community property 
and non-community property states. Other 
notable addresses included “Interstate Co- 
operation in Income Tax Administration,” 
by Vernon M. Ekstrom; “Comments on Air- 
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line Taxation,” by Ronald B. Welch; and 
“The Place of the Courts in the Taxing 
Process,” by Randolph Paul. 


Progressive Taxation 


Agenda for Progressive Taxation. William 
Vickrey. Ronald Press Company, 15 East 
26th Street, New York 10. 1947. 496 pages. 
$4.75. 


Too many economists who study our rev- 
enue system advocate chucking the whole 
thing out the window and starting afresh, 
reasoning that it is not a system but a col- 
lection of revenue-extracting statutes. This 
author, while approaching the subject of 
progressive taxation from an economist’s 
statistical and analytical viewpoint, tempers 
his discussion with a recognition of the 
practical aspects of the problem. 


“ec 


as a matter of practical politics, 
there is little hope of carrying out such a 
fiscal revolution. If for the present we 
assume the retention of the income tax in 
approximately its present form, the many 
indicated reforms of this tax may be placed 
roughly in three groups according to their 
urgency: some basic reforms . . . essential 
to the preservation of a reasonably pro- 
gressive tax; reforms that are rela- 
tively simple and produce substantial increases 
in equity . . . [and] reforms that may be 
dificult to carry out but still desirable, if 
we are to have a tax that will reduce sub- 
stantially inequalities of income without 
untoward repercussions.” 


Accordingly, the agenda are organized in 
three general categories: reforms of imme- 
diate urgency, reforms of refinement (in 
conformity with the economist’s theories) 
and fundamental reforms demanding a fairly 
drastic overhauling of the tax structure. 


In the “urgent” category, Mr. Vickrey 
places the full taxation of capital gains and 
a comprehensive averaging method of as- 
sessing retained corporate earnings. The 
split-bracket treatment of separate returns 
and the more even graduation of the surtax 
schedule, he considers refinements relatively 
easy to introduce. More difficult to accom- 
plish, but eventually necessary, are the 
adoption of a comprehensive cumulative 
averaging scheme and the graduation of the 
tax on a per capita basis. 


The ultimate goal of all these measures 
is “a tax system in which income, spendings, 
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and succession taxes (and as a remote pos- 
sibility, taxes on net worth) are the only 
taxes levied primarily for revenue. ; 
Other taxes should be designed . . . inde- 
pendently of revenue considerations. 

With the three revenue taxes, duplication 
of administration should be minimized 
through collection by one agency of the 
taxes for all levels, while local autonomy 
should be retained through each local juris- 
diction [sic] being free to set its own rates. 
These taxes should be sufficiently refined to 
withstand any progressive rates that public 
opinion calls for, without undue repercus- 
sions. The taxes should not be affected 
by changes in investment channels, shifts of 
property among members of the family, or 
changes in methods of transfer of property. 
They should not discriminate between dif- 
ferent method of earning a livelihood. 


“At the present rate of progress, it looks 
as though it will be a long time indeed be- 
fore we get a tax system that even comes 
near to meeting all these specifications.” 


Mr. Vickrey, now a lecturer in economics 
at Columbia University, has been senior 
economist of the Tax Research Division of 
the Treasury Department, and tax expert 
to the Governor of Puerto Rico. Several of 
his articles have appeared in TAxES—The 
Tax Magazine—most recently in October, 
1944, and February, 1945. 


Under-Depreciation 


Depreciation Policy and the Postwar Price 
Level. George Terborgh. Machinery and 
Allied Products Institute, 120 South LaSalle 
Street, Chicago 3, Illinois. 1947. 22 pages. 
25 copies $2.50; 10 copies $1.50; single 
copies $.25. 


The under-depreciation of fixed assets, a 
consequence of the practice of writing off 
only the original costs of capital investments, 
merits the concern not only of corporate 
executives but also of tax authorities. The 
chief argument advanced by this booklet 
against corrective legislation is that a pur- 
chasing-power basis for depreciation would 
amount to discrimination “in a tax structure 
left otherwise on a current-dollar basis.” 
The solution lies rather with management, 
which should either incorporate increased 
depreciation rates in its regular cost and 
financial accounting, or allow for overstate- 
ment of profits by a conservative dividend 
policy. 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


re our early student days, we have 
| heard jests, sarcasm and irony applied 
to the business which kept two sets of 
books. The implication was always present, 
when the direct charge was not made, that 
this practice was illicit, immoral and un- 
ethical. Basically, the indictment was cor- 
rect. Yet, as time goes on, more and more 
taxpayers, particularly corporations, are 
maintaining two entirely legal sets of ac- 
counts. One, kept for themselves, reflects 
what the independent auditor believes to be 
the truth; the other shows what. the tax 
collector insists is not the truth, but the 
tax-truth. 


One of the greatest drawbacks to business 
—and a sad commentary on our muddled 
form of government—is that a fair and well- 
reasoned order of a regulatory body like the 
SEC or ICC is not binding on any other 
governmental agency, such as the Internal 
Revenue Bureau. This last has consistently 
demonstrated its monotheistic belief in no 
god but the United States Supreme Court; 
and at times has shown signs of, maybe not 
atheism, but at least agnosticism. 


The cure for this disease, as for many 
others, is enlightenment of Congress. The 
enlightenment must come from enlightened 
constituents. Meanwhile, we offer a palli- 
ative to accountants. 


Two methods of keeping duplicate ac- 
counts are quite common. In one, a sepa- 


Buildings 
Reserve for Depreciation 
Machinery 


Reserve for Depreciation 
Trucks 


The last blue debit, for example, reflects 
the allowed basis because losses on trade-ins 
are disallowed. 


Talking Shop 


rate ledger is maintained in addition to the 
regular ledger. In it appear the asset ac- 
counts and their related reserves, plus a 
surplus account, at figures that agree with 
Form 1120. The other, even more common, 
method is to keep the tax basis accounts 
on work sheets. This is usually the result 
of taking the quick and easy way when 
preparing returns, and later neglecting to 
put the data into smooth accounts. When 
the next tax season rolls around, the ha- 
rassed comptroller and his staff are again 
too rushed to do more than make new work 
sheets. 


A third method is not common. The tax 
account is placed in the binder immediately 
after the real account. This method is un- 
popular because it is deemed dangerous. 
Many bookkeepers will take off the wrong 
balances, and spend hours of overtime find- 
ing the errors. But a very simple device 
will make this the best method. If the 
regular ledger accounts are on buff paper 
(as they should be, if you value your sight), 
have other sheets printed on blue (or any 
other color you prefer). Then the book- 
keeper takes off only buff balances—unless 
tax data are wanted, when he takes off the 
blue balances. In fact, if desired, parallel 
columns may be set up, and both taken 
simultaneously. Taking a few accounts from 
such a ledger, we might get the following: 


Blue 

72,500 
20,000 18,000 
98,000 
50,000 40,000 


4,600 


The system is not error-proof. 
system is? But it is helpful. 
are invited. 


What 
Comments 
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It’s a Joke, Son! 


If you have the depraved sense of humor 
the Shoptalker has, you will enjoy Kenny 
Delmar’s movie of the above title as much 
as the Shoptalker did. Had you been with 
the Shoptalker at a recent Los Angeles CPA 
luncheon, you would have guffawed at this. 
In the midst of a solemn question-and-an- 
swer period, an unidentified man asked the 
speaker of the day: “If a man is not regu- 
larly in business as a blood donor, and he 
sells a pint of his blood, has he sold a 
capital asset; and if so, what is its basis?” 


Attorney as Corporate Officer 


Throughout the Shoptalker’s experience, 
he has encountered this situation. An attor- 
ney who obtains the charter for a corpora- 
tion takes his fee for this service in corporate 
stock and becomes an officer of the corpo- 
ration (usually Secretary). Subsequently, 
he performs ordinary and necessary legal 
services, renders a bill for them, and is paid 
in cash. The corporation deducts the pay- 
ment as part of Schedule K of Form 1120. 


Question: Should it not be shown in 
Schedule F? 


If the answer is affirmative, then all with- 
holding taxes would apply. What, then, if 
the lawyer has been in practice on his own 


account since before 1935 and has no Social 
Security number? 


Anybody know the answers? 


We can’t 
find a clue to them. 


Could be—as he was secretary of the corpo- 
ration, all payments by the corporation might 
be salary. It would be up to his employer to 
see that he acquired a Social Security number. 


Cause and Effect? 


No sooner had the Shoptalker noted the 
absence of cases involving philately (Janu- 
ary, 1947, page 81), than the Tax Court 
obligingly produced one [CCH Dec. 
15,671(M)]. This man Tyler was held to 
have sustained a deductible loss on part of 
his stamp collections. However, we would 
not recommend too much reliance on it. 


The circumstances appear quite uncommon 
to us. 


Always Something New 


The first case we have ever noted con- 
cerning depreciation rates on airplanes is 
Gibson Products Company [CCH Dec. 
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15,689], 8 TC —, No. 73. Here is a really 
up-to-date concern. Its President used his 
plane, for which he had a pilot’s license, in 
attending to the corporation’s business. The 
court made a proper allocation between 
personal and business use, similar to that for 
automobiles, and found twenty-five per cent 
a proper rate of depreciation. Make a care- 
ful note of this case. You'll find plenty, and 
increasing use for it. 


Estate Administration 


For many years we have been a strong 
advocate, both in the Shop and elsewhere, 
of making a trust company the administrator 
of decedents’ estates. A case to strengthen 


our position is H. Y. Joseph [CCH Dec. 
15,680]. 


A Jewel of a Case 


Yea, verily, a rare stone, is the matter of 
Rubin & Son, Inc. [CCH Dec. 15,686(M)]. 
The Tax Court, on March 20, gave the tax- 
payer a clean-cut decision on three counts 
and no dissents. On the fourth count the 
Commissioner had a partial (and correct) 
victory. 


Words of Wisdom 


In the case of Harvey [CCH Dec. 15,687 
(M)] the Tax Court said, on March 24, 


“Inter-family transactions inevitably invite 
close scrutiny.” 


Betcha My Hat! 


Rehearing was denied by the Kentucky 
Court of Appeals in Reeves v. Adam Hat 
Stores, Inc. [CCH State Tax Guide § 17-351]. 
The original decision of November 29, 1946 
had declared invalid the chain store tax. 
We'll betcha a hat, the chain stores don’t 
give A-dam. (Wow! That’s the oldest pun! 
But it came so pat that we won’t even beg 
your pardon.) 


Discharge v. Release 


We are much interested in a recent amend- 
ment to New York’s income tax law. Per- 
sons who were in military service must make 
returns within six months after separation 
or release from active duty, instead of six 
months after discharge from service. The 
key to this is “release from active duty.” 
The Shoptalker has been a civilian for a 
year and a half—as you read this—but has 
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not been discharged. Along with many thou- 


sands of others, he is still in the Naval 
Reserve. Moreover, during the latter half 
of June he hopes to make a two-week 
training cruise. 

Strictly interpreted, the New York law, 
as it formerly read, would have exempted 
Naval Reservists almost indefinitely. 


Solomon Said It! 


“There is nothing new under the sun.” 
Witness this excerpt from the Shop of June, 
1932: “Henry Fernald gave a talk at the 
meeting of the New York State Society of 
CPA’s on May 9. He quoted at length from 
Gibbon’s Decline and Fall of the Roman Em- 
pire. Augustus had the same trouble with 
his Senate about sales taxes and other 
similar items as Hoover is having Nineteen 
hundred years seemed to vanish; but for the 
difference in names, one would have thought 
it was a present-day report.” 


Change “Hoover” to “Truman,” and it’s 
up-to-the-minute reporting. 


Sad News 


Old-time followers of the Ivy League will 
recall Bill Mallory’s famous football team 
—one of the best Yale ever had. They will 
find the case of his executor, decided by the 
federal District Court in Memphis on March 
14 [47-1 ustc { 9207] of great interest. It 
was sad enough that “Memphis Bill” gave 
his life for his country. It is inexcusable 
that the United States had to be sued for 


taxes clearly not due under Code Section 
421... 


Depreciation, Allowed 
and Allowable 


We concur heartily with the dissenting 
opinion in the Crane case [47-1 ustc { 9217], 
but it won’t do any taxpayer a bit of good. 
It was decided on the same day, April 14, 
as the Mayer Realty Corporation case [47-1 
ustc J 9219]; we wonder if the Sixth Circuit 


would have decided differently had it known 
of the Supreme Court’s decision. Judge 
Simon’s dissent in the latter case is worth 
careful study. 


Bad Break for Taxpayer 


Our sympathy is extended to Lucy Gilpin 
[CCH Dec. 15,720(M)]. The way the law 
stands, the Tax Court could not have de- 
cided otherwise. Nevertheless, the lady got 
a bad break. 


What? No Bureau? 


“How many tax practitioners think that 
there still is a ‘Bureau of Internal Revenue’? 
Apparently the editor of TAXES does, judg- 
ing by an item on page 357 of the April issue. 


“Unless I am wrong, the ‘Bureau’ was 
legally abolished in the economy program 
of President Roosevelt, in 1933, and since 
then there has been nothing but an ‘Internal 


,%) 


Revenue Service’. 


CHICAGO, ILLINOIS ARNOLD R. BAAR 


We happen to know that this letter gave 
the editor a few bad moments, and we can 


. think of a lot of people who use “B. I. R.” 


quite glibly; so we called on the Washing- 
ton office for help. Here is what it offers: 

“Neither the Bureau of Internal Revenue 
nor the Internal Revenue Service is author- 
ized by organic law. Both are popularized 
and used in incidental legislation. The first 
usually is applied to the Washington office; 
the other, to the entire function of the ‘Office 
of Commissioner of Internal Revenue’ which, 
by the way, is the only authorized designa- 
tion, and this by a statute of July 1, 1862.” 


Correction 


It is a pleasure to learn from the Ronald 
Press that Canning’s Economics of Account- 
ancy is not out of print. But when we made 
desperate efforts to locate a copy last Jan- 
uary we failed utterly; and every bookseller 
and one librarian assured us it was out of 
print. [The End] 


—_—S— LQ — 
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BRIEFS 


By J. H. LANDMAN 


Passage of Title. The year in which title 
passes in a real estate transaction governs 
the year in which taxable income arises. 
Wurtsbaugh [CCH Dec. 15,569], 8 TC 183; 
acq. Bulletin 1947-7. 


Losses of Real Estate Dealer. Losses in- 
curred by a real estate dealer engaged in 
the sale of realty to customers in the ordi- 
nary course of business may yield net op- 
erating losses for carry-over purposes. Walter 
G. Morley [CCH Dec. 15,752], 8 TC —, No. 
105, April 30, 1947. 


Sale of Improved Land. Land purchased 
as an investment and subsequently improved 
and sold yields capital gains and not ordinary 
income, because the property is a capital 
asset and is not held for sale in the ordinary 
course of a taxpayer’s trade or business. 
Fahs v. Crawford [47-1 ustc J 9233], CCA-5, 
April 25, 1947. 


Losses Sustained by Husband. A hus- 
band may deduct only one half of the losses 
on the sale of property purchased by him 
with title thereto vested in his wife and 
himself (tenancy by the entirety), because 
the income of such property is also divided 
between them. Walter G. Morley, supra. 


Jeopardy Assessments. The Commis- 
sioner of Internal Revenue may not be re- 
strained by an injunction in the collection 
of a jeopardy assessment with penalties and 
interest. Harvey v. Early [47-1 ustc J 9229], 
CCA-4, April 9, 1947; affirming [46-2 ustc 
9344] 66 F. Supp. 761. 


Good Will. Business success attributable 
to the abilities of individuals is not consid- 
ered in computing the value of the good 
will of a corporation undergoing liquida- 


tion. Floyd W. Estes [CCH Dec. 15,746(M)], 
April 21, 1947. 


Peat, Marwick, Mitchell and Company, New York 





No good will arises on liquidation of a 
lessee out of the marketing of branded prod- 
ucts in a name department store. Mittelman 
[CCH Dec. 15,474], 7 TC 1162; acq. Bulle- 
tin 1947-7, 





Cost of Containers as Expense. Where 
bottles and cases in a bottling soft-drink 
business are expensed consistently when 
purchased, and a deposit is required of cus- 
tomers to insure the return of the contain- 
ers, this method of tax accounting correctly 
reflects the income of the taxpayer. The 
containers do not have to be included in 
inventory. The Commissioner of Internal 
Revenue is in error, first, if he increases 
the closing inventory, and second, assuming 
that to be proper, if he does not increase 
the opening inventory for the same year. Es- 
tate of Hugh Smith [CCH Dec. 15,716(M)], 
March 31, 1947. 


Salary Deductions in Family Partnership. 
Not only is the tax status of a family part- 
nership denied when wife and father do not 
contribute original capital or vital services 
to it, but even salary deductions are dis- 
allowed the sole proprietorship when the 
regularity and necessity of the services of 
the alleged partners are not established. 
Weinstein [CCH Dec. 15,712(M)], March 30, 
1947, 


Family Partnership Not in Writing. A 
family partnership, for tax purposes, need 
not be in writing if the husband and wife in 
reality contribute their respective shares of 
capital and skill. Winchester [CCH Dec. 
15,699(M)], March 25, 1947. 


Reallocation of Income. The Commis- 
sioner of Internal Revenue may, under Code 
Section 45, reallocate income and expendi- 
ture among several business entities accord- 
ing to their proper economic requirements 
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where tax evasion is the primary: motive. 
Such a reallocation was effected between an 
individual and his wholly owned corpora- 
tion where a plan was in operation to keep 
the individual income reduced. Hugh Smith, 
Inc. [CCH Dec. 15,690], 8 TC No. 74. 


The Commissioner of Internal Revenue 
may reallocate business expenses among a 
business corporation and tax-exempt sub- 
sidiaries to reflect more accurately the in- 
come of the respective corporations. As a 
result, more taxable income may be attributa- 
ble to the business corporation. Southern 


College of Optometry, Inc. [CCH Dec. 
15,713(M)]. 


Unassumed Mortgage in Realty Value 
Included. In computing profits in a real 
estate sale, the cost after depreciation of 
the property includes the mortgage and the 
proceeds include the unassumed mortgage. 
Crane v. Commissioner [47-1 ustc { 9217], 
S. Ct., April 14, 1947; affirming [46-1 ustc 
§ 9123] 153 F. (2d) 504. 


Promise to Marry. Stock is not received 
as a gift when it is procured in considera- 
tion for a promise to marry, together with 
a release of the rights to property of a 
spouse. As a consequence, on a resale of 
the stock for profit its tax value is not that 
to the donor at the time of his alleged gift 
but its value at the time acquired. Doris 
Farid-Es-Sultaneh v. Commissioner [47-1 
ustc J 9218], CCA-2, April 11, 1947, revers- 
ing the Tax Court. 


Constructive Receipt of Income. A bona 
fide change of a contract of employment 
relative to profit-sharing resulting in de- 
ferred payment of compensation where tax 
minimization is not of primary concern, does 
not yield a constructive receipt of income 
in the earlier year. Veit v. Commissioner 
[CCH Dec. 15,718], 8 TC —, No. 90, April 
14, 1947. 


Nontaxable Recoveries of Losses. Prom- 
issory notes owned by a bank, charged off 
as worthless, and then distributed in kind to 
its stockholders, do not yield taxable in- 
come for the bank at the time of distribu- 
tion or upon later payment on the purported 
worthless notes. The Commissioner argued 
in vain that the bank in reality was assign- 
ing a right to receive prospective income. 
First State Bank of Stratford [CCH Dec. 
15,723], 8 TC —, No. 92, April 17, 1947. 


Guarantee of Debt. The payment of an 
obligation in accordance with a guarantee 
of an employee-brother’s debt, is not de- 
ductible as a business expense, and is not 


Tax Briefs 


‘consolidated group of taxpayers. 


an expenditure to retain employer or em- 
ployee good will or to prevent loss of earn- 
ings. Leo Stefens [CCH Dec. 15,719(M)]. 


Compensation for Services Abroad. Ifa 
taxpayer is not a bona fide resident abroad, 
his compensation is subject:to federal taxa- 
tion. Employment abroad for two years 
under renewable six-month contracts does 
not establish bona fide foreign residence. 
Angelo Massaro [CCH Dec. 15,721(M)]. 


Flood Damage. Costs to prevent repeti- 
tion of flood damage are not a business ex- 
pense deductible in full in the current year, 
but a capital expenditure subject to recov- 
ery of costs by depreciation. Flood dam- 
ages are deductible in full in the year of the 
flood as a casualty loss. Harris Hardwood 
Company, Inc. [CCH Dec. 15,737], 8 TC —, 
No. 101. 


Consolidated Returns. A taxpayer on its 
separate return may have a deduction only 
for interest paid on its proportionate share 
of the consolidated deficiency, but not on 
the excess of its proportionate share of the 
deficiency on earlier consolidated income 
tax incurred when it was an affiliate of a 
Koppers 


Company [CCH Dec. 15,738], 8 TC —, No. 
102. 


Vinson Act. A series of contracts with 
a prime contractor may not constitute one 
contract. Therefore, the profit limitations 
under the Vinson Act do not apply neces- 
sarily to all of the contracts. Aero Supply 
Manufacturing Company [CCH Dee. 15,535], 
8 TC 10; acq. Bulletin 1947-8. 


Demolition of Building. Where a build- 
ing is demolished to erect a new building 
under a new lease, the cost of the old build- 
ing is recoverable ratably over the term of 
the lease. George G. Berger [CCH Dec. 
15,509], 7 TC 1339; acq. Bulletin 1947-8. 


Pension Contributions. Amounts contrib- 
uted by a partnership to a pension trust for 
the employees based on years of service 
rendered, responsibility of position, and rate 
of compensation, are current deductible 
business expenses. Alvin Glen Hall [CCH 
Dec. 15,491], 7 TC 1220; acq. Bulletin 
1947-8. 


Transferee Liability. Prior court deci- 
sions and judgments against a transferor 
corporation do not bar the Commissioner of 
Internal Revenue from procuring unpaid 
taxes from a transferee stockholder who 
had collected rentals due the transferor. 
Travelers Insurance Company v. Commis- 
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stoner [47-2 ustc | 9222], CCA-2, April 15, 
1947; affirming [CCH Dec. 15,082] 6 TC 
753. 


Though an administrator of a transferee 
did not receive personal notice of a defi- 
ciency, he is, nevertheless, liable for the 
transferor’s taxes if he is otherwise liable. 
Estate of L. E. McKnight [CCH Dec. 15,736], 
8 TC —, No. 100. 


Tennessee Corporate Taxes. Tennessee 
corporate excise and franchise taxes consti- 
tute accrued liabilities on December 31 of 
the preceding year for calendar year corpo- 
rations, and on the last day of the preceding 
fiscal year ending before July 2 for fiscal 
year corporations. G. C. M. 25202. 


Overcharged Commission. A refund of 
overcharged commission to a guardian is a 
return of capital and not taxable income. 
However, the interest on the overcharge is 
taxable income. Ollie Beverly Rose [CCH 
Dec. 15,727], 8 TC —, No. 96. 


Year of Capital Loss. A capital loss aris- 
ing out of a defeat in a court action involv- 
ing the ownership of property, is deductible 
in the year of the final court determination. 
Maurice P. O’Meara [CCH Dec. 15,683], 8 
TC —, No. 71. 


Entertainment Expenses. Estimates of 
expenses for tips, cost of meals, taxi fares, 
and entertainment are not deductible. Only 
those expenditures that can be proved are 
deductible. Maurice P. O’Meara, supra. 


Club Dues. Club dues paid for corporate 
officials by their employer are not deductible 
by the latter unless he was motivated pri- 
marily by business purposes. Home Guar- 
anty Abstract Company [CCH Dec. 15,682], 
8 TC —, No. 70, March 26, 1947. 


Attorneys’ Fees. Legal fees related to 
the production and collection of income 
from property held for the yield of income 
and for the preparation of tax returns, are 
deductible expenditures. Wodehouse [CCH 
Dec. 15,688] 8 TC —, No, 72. 


Nonresident Alien Income. Royalties for 
serial rights to literary works do not con- 
stitute a purchase price for them, but mere- 
ly compensation for the license to use them. 


Consequently, the royalties are taxable as_ 


annual or periodic income subject to income 
taxes. Wodehouse, supra. 


Unintentional Tax-Free Liquidation. A 
parent corporation dissolved its unprofit- 
able subsidiary corporation to effect tax 
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losses. Though it intentionally violated the 
application of Code Section 112 (b) (6) by 
failure to comply with its provisions so as 
to take full tax advantage of these losses, 
the court holds that by imputation of law 
Code Section 112 (b) (6) does apply. As 
a consequence, the corporation could not 
avail itself of these losses and acquired the 
subsidiary’s assets at the latter’s tax value. 
Service Company [CCH Dec. 15,685(M)]. 


Foreign Tax Credit, Honduras. Taxes 
paid the Republic of Honduras may be con- 
sidered in computing a taxpayer’s foreign 
tax credit. I. T. 3844. 


Disguised Dividends Taxable. A corpo- 
ration’s payment of a stockholder’s liability 
in the acquisition of its own stock consti- 
tutes a taxable dividend. H. F. Wall v. 
U. S. [47-1 ustc J 9178], DC, Va., February 
12, 1947. 


Tax-Free Reorganizations. In an ex- 
change of stock of one corporation for that 
of another, it is essential that the transfer 
be motivated by a business purpose if it is 
to be tax free, The liquidation of the trans- 
feree’s stock immediately after the exchange 
makes the transaction subject to taxation. 
Harriet S. W. Lewis v. Commissioner [47-1 
ustc § 9215], CCA-1, April 9, 1947. 


Subordination of Federal Tax Liens. 
Liens for unpaid material and labor are su- 
perior to liens for federal taxes when un- 
der state law they are entitled to priority. 
Earl Yates v. L. C. Russell [47-1 ustc 
{ 9151], DC, Tex., December 9, 1946. 


Evidence Not Presented to Commissioner 
Excludible. The Tax Court may exclude 
evidence not included in a taxpayer’s claim 
for tax refund when the evidence is not 
pertinent to the grounds of the claim, though 
such evidence would have been relevant on 
other grounds. Cherokee Textile Mills v. 
Commissioner [47-1 ustc J 9198], CCA-6. 


Bankrupt’s Taxes. Bankrupt’s tax obliga- 
tions are superior to wage claims, and em- 
ployment and withholding taxes are not due 
on wage claim dividends. Inland Waterways, 
Inc. [47-1 ustc 9200], DC Minn., March 
12, 1947. 


Profits from Sale of Patents Fully Tax- 
able. A machine manufacturer, who in- 
vented machines in conjunction with his 
business, receives fully taxable income from 
the sale of patents. Harvey [CCH Dec. 
15,687(M)]. 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Stamp taxes: “Notes” as “debentures.”— 
Taxpayer’s eighty-four unsecured corporate 
obligations, designated “notes” upon their 
issuance in negotiable form in 1935, bearing 
three and one-fourth per cent interest, ma- 
turing in from four and one-half to five 
years, which were in unregistered series 
form, without interest coupons, are subject 
to stamp tax as “debentures”? under the pro- 
visions of Schedule A-1 of Title VIII, Act 
of 1926, as amended by Section 721(a), Act 
of 1932. CCA-2. General Motors Acceptance 
Corporation, Plaintiff-Appellee v. Joseph T. 
Higgins, Collector of Internal Revenue for 
the Third District of New York, Defendant- 
Appellant, 47-1 ustc {J 9252. 


Appeals from Tax Court: Jurisdiction of 
appellate courts to review Tax Court deci- 
sions: When deductions and credits taken: 
Cash basis: Losses: Interest.—Tax Court’s 
decision—that the portion of a payment 
made in 1941 on a note given in 1935 by 
a cash basis taxpayer, which was allocable 
to losses of a syndicate closed out in 1935, 
for which taxpayer gave a note to cover his 
portion, was not deductible in 1941, and that 
only the portion of the payment on the note 
which was allocable to the interest that tax- 
payer’s associates had paid for him in 1935 
was deductible, even though taxpayer had 
impropefly deducted it in 1935—is affirmed 
under the Dobson rule. CCA-3. Samuel 
Eugene Bramer, Petitioner v. Commissioner 
of Internal Revenue, 47-1 ustc { 9250. 


Estate tax: Transfer with life income 
retained: Gross estate: Application of 
Dobson rule—Decedent and her brother 
and sister were life beneficiaries of a trust, 
while their children were remaindermen. 
The trustees added stock dividends to prin- 
cipal, although it was open to question 
whether the life tenants were not entitled 
to such dividends. In 1915, the life bene- 
ficiaries signed a deed of family settlement, 
whereby they transferred their interest in 
certain stock dividends to the trustees, re- 
taining only the income therefrom for their 
lives. As they became of age, the remainder- 
men were to sign the deed and, if any of 
them refused to do so, the deed was to be 
without effect. Although the last remain- 
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dermen to sign did not do so until after 
enactment of the Joint Resolution of March 
3, 1931, the deed was held by the Tax Court 
to have conveyed the securities subject to 
a condition subsequent, with the result that 
decedent’s interest in such dividends was not 
taxable as the subject of a transfer with life 
income retained. With respect to other stock 
dividends, the life tenants signed annual 
approvals of the trustees’ accounts, whereby 
they released their interests in such divi- 


‘dends as income and agreed that they be 


added to principal, but impliedly reserved 
life income therefrom by reason of the oper- 
ation of the basic trust. The Tax Court 
also held no part of these dividends in- 
cludible in decedent’s gross estate. On ap- 
peal after a rehearing, the Circuit Court 
holds that the case is one falling under the 
rule of Dobson v. Commissioner, 44-1 UsTC 
7 9108, 320 U. S. 489, as concerned with 
factual inferences to be drawn by the Tax 
Court, whose conclusions must stand unless 
clearly unsupported by fact or reason. There- 
fore, as it cannot be said that the Tax 
Court’s conclusions are unreasonable, that 
court’s decision is affirmed. CCA-3. Com- 
missioner of Internal Revenue, Petitioner v.° 
Estate of Sallie Houston Henry, Deceased, 
Charles J. Biddle and Gerald Ronon, Execu- 
tors, Respondents, 47-1 ustc § 10,558. 


Partnerships: Partnerships formed by 
members of family: Oral agreement.—A 
valid partnership of taxpayer and his wife 
existed for federal income tax purposes in 
1941 where the business was started in 1933 
under an oral partnership agreement and 
taxpayer’s wife contributed capital originat- 
ing with her and vital services. The profits 
were used in the business, for family expenses, 
for the purchase of realty in the joint names 
of taxpayer and his wife and for the pur- 
chase of bonds, some jointly and some in 
the separate name of each, although tax- 
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payer generally represented himself as owner 
of the business. Tax Court holding to the 
contrary does not accord with its own find- 
ings of fact (Dobson, 44-1 ustc 7 9108, 320 
U. S. 489). One dissent. CCA-7. David 
Wilson, Petitioner v. Commissioner of Internal 
Revenue Respondent, 47-1 ustc { 9239. 


(1) Gross income: Definition: Who is 
the taxpayer: Assigned patent royalty con- 
tracts: No control retained.—Royalties re- 
ceived in 1938-1941 by taxpayer’s wife, under 
taxpayer's assignments to her of patent 
toyalty contracts, are not taxable to tax- 
payer as donor-assignor, since taxpayer’s 
ownership of the patents and of a majority 
of the stock of the corporation licensed to 
use them was not sufficient to constitute 
him the owner of the royalties. 


(2) Tax Court—Rules of practice: Evi- 
dence: Res judicata: Identity of parties 
and issues.—A former Tax Court decision 
that taxpayer was not liable for tax on 
royalties received by his wife in 1929, 1930 
and 1931 is res judicata as to royalties re- 
ceived by taxpayer’s wife in 1937 under the 
same contract involved in the prior adjudica- 
tion. The intervening decision of Helvering 
v. Clifford, 40-1 ustc J 9265, 309 U. S. 331, 
does not affect the result in the instant case 
and consequently does not deny the applica- 
tion of the doctrine of res judicata. The 
application of res judicata to other royalties 
here involved under different contracts (see 
first issue) is not in issue. CCA-8. Joseph 
Sunnen, Petitioner v. Commissioner, Respond- 
ent. Commissioner, Petitioner v. Joseph Sun- 
nen, Respondent, 47-1 ustc {J 9237. 


Individual returns: Husband and wife: 
Death of husband.—Taxpayer who signed a 
joint income tax return for 1942 both indi- 
vidually and for her deceased husband is 
bound by the return. CCA-10. Sadie Corbett 
Hayes, Petitioner v. Commissioner of Internal 
Revenue, Respondent, 47-1 ustc { 9263. 


Appeals from Tax Court: Jurisdiction of 
appellate courts to review Tax Court deci- 
sions: Gross income of corporation in liqui- 
dation: Distribution to shareholders before 
transfer.—The Tax Court’s inference of fact 
that, for income tax purposes, the sale and 
conveyance of certain properties were in 
effect made on behalf of taxpayer, a corpo- 
ration, is held to be reasonable and sup- 
ported by substantial evidence. One con- 
currence. One dissent. CCA-10. Wichita 
Terminal Elevator Company, a dissolved cor- 
poration; L. H. Powell, former president; 
L. H. Powell, liquidating agent; L. H. Powell, 
WW’. E. Brown, George E. King, D. S. Jackman, 
C. P. Garretson, and N. Louise Powell, former 
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directors, Petitioners v. Commissioner of In- 
ternal Revenue, Respondent, 47-1 ustc { 9253. 


Valuation of closely held stock by jury.— 
Decedent’s executor reported the value of 
certain closely held stock in a holding com- 
pany to be $3,032 per share for estate tax 
purposes. He reported the value of stock 
in another similar corporation to be $43,500 
per share. The Commissioner determined 
the value of the stock in the first corpora- 
tion to be $8,900 per share and the stock 
in the second corporation to be $75,554.75 
per share. The executor paid the tax upon 
the higher valuations and sued for a refund. 
Following the presentation of evidence, the 
court instructed the jury to determine the 
value of the stock in question. It was to 
determine the value by first determining 
the value of the underlying stocks and other 
assets held by the holding companies. Most 
of the underlying stock was in numerous 
closely held Coca Cola bottling companies, 
although a large block of 149,005 shares was 
of Coca Cola common, listed on the New 
York exchange. The court instructed the 
jury to determine the value of the underly- 
ing stock on the basis of all the evidence 
given by expert witnesses, together with all 
evidence of earnings, dividend-paying capacity, 
potentials of the corporations, acceptability 
of the stocks as collateral, comparable sales 
of stock in similar concerns, actual sales of 
the stocks involved, the size of the blocks 
of stock, and numerous other factors. It 
instructed the jury to value the stock of 
the holding companies after valuing the 
underlying assets, and to consider the vari- 
ous factors in arriving at its conclusion. 
The jury determined the value of the stock 
in the two corporations to be $3,450 and 
$48,865 per share, respectively. DC Ga. 
First National. Bank of Atlanta, as Executor 
of the Will of Conkey P. Whitehead, De- 
ceased, Plaintiff v. Marion H. Allen, Collector 
of Internal Revenue (Georgia), Defendant, 
47-1 uste ¥ 10,557. 


Estate tax: Remote possibility of reverter 
by law.—Decedent, who died in 1941, trans- 
ferred property in trust in 1930, retaining a 
life estate and providing for distribution of 
the remainder to her children, their widows, 
or issue at the end of ten years from her 
death. The transfer is held taxable by rea- 
son of the remote possibility of reverter 
retained by decedent, following Fidelity- 
Philadelphia Trust Company v. Rothensies, 
45-1 ustc J 10,168, 324 U. S. 108, and kindred 
cases. All of the children might die within 
ten years after decedent’s death without 
leaving issue or widows surviving them. 
Moreover, the remaindermen could not ac- 
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quire full dominion over the property until 
decedent died. DC Wis. John C. Pritzlaff, 
Edward F. Pritzlaff and Henry A. Mayer, 
Executors of the Estate of Helen Pritzlaff, 
Plaintiffs v. Frank J. Kuhl, Collector of In- 
ternal Revenue, Defendant, 47-1 ustc § 10,556. 


TAX COURT 


Gross income: Definition: Tips of waiters. 
—Taxpayers were employed as waiters at 
Solari’s Grill in San Francisco, California. 
Taxpayers received income in the form of 
wages from the restaurant and in the form 
of tips from the patrons served by the tax- 
payers. One of the taxpayers was a bus 
boy from January, 1942 to August, 1942, and 
a waiter from September, 1942 to December, 
1943. The evidence revealed that waiters 
at Solari’s received $3.50 per day as wages, 
and bus boys received $25 per week. The 
sums of money spent or saved by the tax- 
payers during the taxable period (1940 to 
1943) were brought out at the trial. Evi- 
dence was further adduced at the trial 
showing that waiters receive approximately 
ten percent of their gross sales as tips. The 
Tax Court held, on the evidence, that ten 
percent of the sales made by the taxpayers 
during the period, after deducting an allow- 
ance for amounts paid to bus boys, was to 
be included as income. Nazzareno D, Cesanelli 
v. Commissioner; Carlo Baletta v. Commits- 
sioner; Rudolph Frey and Maxine Frey v. 
Commissioner; Felice Genardini and Rina 
Genardini v. Commissioner; Julius Tosch and 
Hilda Marie Tosch v. Commissioner; Eugene 
4. Holtz and Emma Holtz v. Commissioner, 
CCH Dec. 15,705. 


Deductions: Expenses: Food and cloth- 
ing.—Taxpayer was employed as a superin- 
tendent in 1943. In that year taxpayer had 
to work overtime for about three nights per 
week because of the man-power shortage. 
Taxpayer received a bonus of $1,000 at the 
end of the year for this overtime. Taxpayer 
claimed as a deduction the cost of the eve- 
ning meals while putting in the overtime 
and the cost of clothing worn by him at 
work. The clothing taxpayer wore at work 
was adaptable for general wear. The Tax 
Court held that the cost of taxpayer’s eve- 
ning meals was a personal expense and not 
deductible. The court also held that the 
cost of taxpayer’s clothing was a personal 
expense and not deductible inasmuch as 
taxpayer was not required by his employer 
to wear a uniform and the clothing was 
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adaptable to general wear. Louis Drill v. 


Commissioner, CCH Dec. 15,740. 


Gift tax: Family partnership: Imposition 
of tax.—Petitioner and two sons formed a 
partnership to which all contributed capital 
and services. The partnership was held to 
be bona fide and valid for income tax pur- 
poses in William F. Fischer, CCH Dec. 14,690, 
5 TC 507. The court held that the transaction 
did not result in taxable gift from petitioner 
under Sections 501 and 503 of Revenue Act 
of 1932. William F. Fischer v. Commissioner, 


CCH Dec. 15,697. 


Estate tax: Joint property in community 
property state: Commingling of survivor’s 
contributions.—Decedent and his spouse, 
residing in a community property state, held 
property as joint tenants at the time of the 
decedent’s death. The entire value of such 
joint property is includible in the gross 
estate of the decedent, except such propor- 
tion thereof as may be shown to have be- 
longed originally to the surviving spouse or 
to have been acquired by the surviving 
spouse for a full and adequate consideration 
in money or money’s worth. 


Where a portion of the consideration for 
such jointly held property was furnished by 
the surviving spouse from funds in which 
her personal earnings and separate property 
have been commingled with community 
property and there is no evidence as to 
what portion of the consideration furnished 
represented compensation for personal serv- 
ices or her separate property, no proportion 
has been shown to have belonged originally 
to the surviving spouse or to have been 
acquired by her for a full and adequate con- 
sideration in money or money’s worth with- 
in the intendment of the statute. Estate of 
Joseph H. Heidt, Deceased, Louise Seeley, Ex- 
ecutrix v. Commissioner, CCH Dec. 15,766. 


Estate tax: Gross estate: Deductions: 
Widower’s allowance under state law.— 
The $5,000 allowed by the Missouri Probate 
Court pursuant to Section 106, Revised 
Statutes of Missouri, 1939, for a year’s sup- 
port of the widower of the decedent, is held 
properly includible in the gross estate for 
federal estate tax purposes and, in the 
absence of a showing that the widower was 
“dependent upon the decedent,” is not an 
allowable deduction from the gross estate 
under Section 812(b)(5) of the Internal 
Revenue Code. Estate of Daisy W. Jacobs, 
Samuel A. Jacobs, Executor v. Commissioner, 


CCH Dec. 15,778. 
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TAX COURT 
MEMORANDUM OPINIONS 


Deductions: Losses: War losses: Owner- 
ship: Evidence.—Taxpayer fled Paris, 
France, in early June, 1940, before the 
Germans occupied Paris. Taxpayer alleged 
that he occupied an apartment in Paris 
which contained furniture, objects of art, 
silverware, rugs, etc., which cost him about 
$55,441.20. Taxpayer returned to Paris in 
April, 1946, and found items in the apart- 
ment which had cost him $23,949.85. Tax- 
payer on his income tax return for 1941 
claimed a loss of $20,000, which the Com- 
missioner disallowed. Taxpayer claimed he 
was entitled to a loss under Code Section 
127 (a) (2). The Tax Court held that in 
order to prevail, taxpayer had to establish 
ownership of the property, and that it had 
not been seized or destroyed as of the date 
of its presumed seizure or destruction. The 
Tax Court held taxpayer did not prove 
ownership nor did he prove that the prop- 
erty had not been seized before the critical 
date—December 11, 1941. Leon Bloch v. 
Commissioner, CCH Dec. 15,754(M). 


Capital gains and losses: Sale of inven- 
tions: Capital gain v. ordinary income.— 
Prior to 1927, taxpayer was employed by 
the Western Union Telegraph Company. 
He invented certain processes while in the 
employ of Western Union. He transferred 
the patents acquired on these processes 
(relating to metal coating) to Western 
Union and received in exchange licenses to 
use these patents outside the communi- 
cations field. From about five or six basic 
inventions, about forty patents had been 
applied for. Taxpayer transferred these 
licenses to the Curtin-Howe Corporation 
and received in exchange about one fifth 
of the stock. The contract assigning the 
licenses provided for royalties to be paid 
taxpayer for sharing in the net profits from 
the sale of the inventions. Taxpayer never 
received royalties, presumably because none 
were earned. The corporation sold the 
several inventions pursuant to the settle- 
ment of pending litigation. The Commis- 
sioner contended that the amounts received 
by taxpayer in the taxable year 1940 from 
the sale of the inventions were ordinary 
income. The taxpayer contended that the 
amounts received by him were capital gain. 
The Tax Court held that taxpayer was not 
in the business of selling inventions; there- 
fore, the amounts taxpayer received were 
capital gain and taxable at the capital gain 
rates. Harold T. Avery, CCH Dec. 12,812, 
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47 BTA 538. Leo P. Curtin v. Commissioner, 
CCH Dec, 15,773(M). 


Deductions: Expenses: Estimation: Serv- 
ices performed for taxpayer and others, 
—Taxpayer, an investor, owned about 
$1,000,000 of property, most of it stocks 
and bonds. He maintained an office and 
paid a full-time employee $3,600 a year for 
each of the taxable years 1942 and 1943. 
Other office expenses for each of these 
years amounted to about $1,200. The Com- 
missioner disallowed about $2,600 of the 
total office expense, including the salary, 
each year because part of the time of the 
employee was spent in managing the se- 
curities owned separately by taxpayer’s wife 
and by his daughter. The Tax Court allows 
taxpayer a total deduction of $4,000 each 
year, plus $140 safe deposit box rental for 
space not shared with anybody. The un- 
contradicted evidence is that the employee 
spent only a small part of his time on the 
affairs of the wife and daughter. From this 
and other evidence an approximation has 
been made bearing most heavily upon the 
petitioner, who had the burden of proof. 
Citing Cohan v. Commissioner, 2 ustc 489, 
39 F. (2d) 540. Charles Dreifus v. Commis- 
stoner, CCH Dec. 15,742(M). 


Deductions: Expenses: Reasonableness 
of compensation.—Taxpayer is in the busi- 
ness of selling fire-fighting equipment, and 
systems. The business was formerly con- 
ducted by one Himmelrich, taxpayer’s prin- 
cipal stockholder and secretary-treasurer. 
Taxpayer’s other officer and stockholder 
was one Armstrong. Himmelrich and Arm- 
strong were experts in determining what 
kind of fire-fighting equipment a plant should 
have, and in designing and installing such 
a system. They also checked the operations 
of all installations and instructed employees 
of the plant in the use of the equipment. 
During the war years taxpayer’s business 
increased and these officers were paid as 
follows: Himmelrich received $21,991.53 for 
1942, $24,674.00 for 1943, and $21,499.84 for 
1944. Armstrong received $11,009.05 for 1942, 
$11,634.60 for 1943, and $9,915.62 for 1944. 
Commissioner determined that these sala- 
ries were excessive and unreasonable and 
allowed Himmelrich $12,000 for the taxable 
years, and Armstrong $8,000 for the taxable 
years. The Tax Court held that the sala- 
ries of the officers were reasonable, and 
the evidence showed that their duties and 
responsibilities increased during the war 
years because of the increase in production 
and the installation of fire-fighting equip- 
ment in many industrial plants. Further, 
this business was to a large extent a per- 
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sonal service business, depending upon the 
efiorts of these men; therefore, it was not 
unreasonable for a large part of the earnings 
to go to the persons largely responsible for 
those earnings. Firefoam Sales Company v. 
Commissioner, CCH Dec. 15,748(M). 


Tax Court—rules of practice: Res judi- 
cata: Identity of parties and issues: Issues. 
—In 1942 the Administrator of the Wage 
and Hour Division, U. S. Department of 
Labor, filed a complaint charging “L. B. 
Hartz, Harriett L. Hartz, L. K. Hartz, B. J. 
Hartz, and Mrs. B. J. Hartz, individually 
and as co-partners, doing business as L. B. 
Hartz Stores and L. B. Hartz Stores, Inc., 
and L. B. Hartz Stores, a corporation, De- 
fendants,” with violating certain provisions 
of the wages and hours statutes. Judgment, 
entered by agreement, contained no determi- 
nation that a partnership existed and did 
not refer to partnership except in the cap- 
tion. In 1943 the Administrator, Office of 
Price Administration, began an action against 
the same five individuals as a partnership 
for violating a meat restriction order, but 
the suit was dismissed before judgment. 
It is held that these two prior proceedings 
are not determinative of the issue of the 
existence of a partnership in 1941 for fed- 
eral income tax purposes, under the doc- 
trine of res judicata, since neither of them 
determined the issiie presented in the in- 
stant case. L. B. Hartz v. Commissioner, 
CCH Dee: 15,775(M). 


(1) Deductions: Expenses: Employees: 
Uniforms.—The cost of work clothing pur- 
chased by taxpayer in 1942 and 1943 for her 
own convenience, and the cost of launder- 
ing such clothing are not deductible ex- 
penses. Taxpayer was a tender of a winder 
at a textile mill. The clothing involved 
consisted of light cotton dresses, slips and 
socks, similar to those she wore regularly 
at home and on the street, except less ex- 
pensive. 


(2) Deductions: Taxes: Evidence.—Tax- 
payer, who claimed deduction of $50 for 
admission and transportation taxes paid in 
1943, whose testimony was highly contra- 
dictory and in many instances manifestly 
incorrect, and whose estimate of $50 was 
nothing more than a guess, was denied the 
claimed deduction. 


(3) Deductions: Expenses: Traveling 
expenses.—Deduction of $50 each for 1942 
and 1943 for the cost of streetcar and bus 
transportation between taxpayer’s home 
and her place of employment, made in 
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her own interest, is denied. Carrie Estelle 
Lemons Mullins v. Commissioner, CCH Dec 
15,760(M). 


Deductions: Expenses: Reasonableness 
of compensation: Employee.—Taxpayers 
in the taxable years 1942 and 1943 were 
engaged as partners in operating a general 
jobbing machine shop. The business of the 
partnership had been slack until the time of 
the war. In 1937, James Patton operated 
the business as a sole proprietorship and 
hired one William Kirk to conduct his 
office work. Kirk had a grammar school 
education plus a two-year commercial course 
in high school. From 1919 to 1940, Kirk’s 
annual earnings were insufficient to neces- 
sitate the filing of income tax returns. On 
December 17, 1940, the partnership received 
work from the General Motors Corporation. 
Soon the General Motors Corporation took 
substantially the entire productive capacity 
of the business. On January 2, 1941, tax- 
payers entered into a written contract with 
Kirk, whereby Kirk was to receive a mini- 
mum salary of $2,400 per year until such 
time as 22% per cent of the net profits 
of the partnership exceeded $2,400. The 
contract also provided that Kirk was to 
receive 10 per cent of the net sales of the 
company so long as the 10 per cent com- 
mission, plus the $2,400 basic salary, did 
not exceed 22% per cent of the net profits 
of the company. Kirk was paid $37,949.40 
in 1942 and $46,049.41 in 1943. The Com- 
missioner determined that $13,000 for each 
year was reasonable for the services ren- 
dered by Kirk. Kirk’s duties consisted of 
keeping the books of the company, on the 
cash basis; performing the billing (for one 
customer); preparing the payroll; keeping 
Social Security records and preparing re- 
ports; informing taxpayer, Vincent Patton, 
of the current bank balance; speaking to 
insurance salesmen; calling upon the ap- 
propriate agency to obtain approval for 
wage increases; and passing to the shop 
foreman information from General Motors 
as to which orders or parts should be 
finished first. The Tax Court upheld the 
Commissioner’s determination. Although the 
Commissioner’s allowance of $13,000 was 
on the generous side, it will be upheld as 
reasonable. James F. Patton v. 
stoner; Vincent Patton v. 
CCH Dec. 15,780(M). 


Commis- 
Commissioner, 


Partnerships: Partnerships formed by 
members of family: Capital and services.— 
Taxpayer Albert T. Quon, a resident alien, 
operated an importing business as a sole 


proprietorship prior to May 1, 1941. Par- 
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tially because he wished to avoid the freez- 
ing of his business assets as alien property 
(his wife and children are citizens), par- 
tially because he wished to provide for the 
security of his children and partially because 
he desired to reduce taxes, on May 1, 1941, 
taxpayer and his wife, taxpayer Lily Ho 
Quon, created a trust for each of their four 
children with a one-eighth share of the 
business. The trusts thereupon became 
limited partners in the business, while tax- 
payers became general partners, each with 
a one-fourth interest. Throughout the bal- 
ance of 1941, the business was operated 
substantially as it had been before the 
creation of the alleged partnership and 
taxpayers, reporting separately on the 
community basis, each reported one fourth 
of the business income, the fiduciaries each 
reporting one eighth thereof. It is held that 
the Commissioner properly attributed one 
half of the trust income to each of the 
taxpayers, since no capital not originating 
with taxpayers has been contributed to the 
partnership by the trusts and the trustees 
have contributed no services thereto. Tax- 
payer’s desire to avoid the freezing of his 
assets is not such a business purpose as to 
indicate the intent really and truly to join 
together for the purpose of carrying on the 
business as partners. Lily Ho Quon v. Com- 
missioner; Albert T. Quon v. Commissioner, 
CCH Dec. 15,711(M). 


Deductions: War losses: Failure of proof. 
—Taxpayer, a member of the Jewish faith, 
Was a Citizen of Austria. On March 11, 
1938, fearing the Nazis, he left Austria, went 
to Switzerland and then to France, and in 
September, 1938, came to the United States. 
He acquired United States citizenship on 
June 12, 1944. On March 13, 1938, Austria 
was made a part of the German Reich, and 
was under the Germans’ control during the 
taxable year 1941. Taxpayer, in 1938, was 
a partner of a banking and brokerage firm 
in Vienna. When he left, he did not know 
the amount of credit or balance in his ac- 
count with the firm. He had no personal 
knowledge of the amount of the credit bal- 
ance or the specific securities in December, 
1941. Shortly after taxpayer left Austria, 
his account with the firm was blocked. 
The Tax Court held that taxpayer had 
failed to prove that he owned the property 
upon which the disputed loss was based 
and that the property had not been seized 
or destroyed as of December 11, 1941. Paul 
Saxl v. Commissioner, CCH Dec. 15,771(M). 


Deductions: Expenses: Cost of and clean- 
ing of work clothes: Taxes on admissions: 
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Transportation costs.—The Tax Court held 
that taxpayer for taxable years 1942 and 
1943 was not entitled to a deduction for 
the purchase and launderigg of dresses, 
slips, and socks for wear in the perform- 
ance of her duties at a textile mill because 
the clothes were adapted to general wear 
and her employer did not require her to 
wear a particular uniform. Taxpayer was 
not entitled to a deduction for admission 
taxes in those years because she was un- 
able to produce evidence to prove that she 
paid such taxes. Taxpayer’s claim for the 
cost of transportation to and from her 
residence and place of employment must 
also fail for lack of evidence. Alma Thur- 
man v. Commissioner, CCH Dec. 15,755(M). 


Deductions: Bad debts: Release of lia- 
bility—Taxpayer’s president owned a lot 
in Toledo, which he purchased for $4,600. 
In that year he proposed to one Bode, a 
building contractor, to build a house on 
that lot. When the house was sold, tax- 
payer’s president was to be reimbursed for 
the lot in the amount of $5,750. Bode agreed 
to this provided that taxpayer would fur- 
nish the lumber and millwork and that 
Bode’s liability to pay would be limited to 
$5,750 from the proceeds of the sale of the 
house. This agreement was accepted by 
taxpayer. To finance the cost of the build- 
ing Bode placed a mortgage thereon in the 
amount of $15,000. Taxpayer kept a sepa- 
rate account for this particular transaction. 
The house was completed in 1929 at a total 
cost of $19,302.28, which included lumber 
and millwork items of $4,970. Bode listed 
the house for sale at $32,500 but received 
no offers. He rented the property for un- 
disclosed periods and paid taxpayer $400 
from the rents. In 1929, taxpayer desired 
to remove Bode’s special account from the 
accounts receivable, and received a note 
from Bode for $10,720, due in ninety days 
and bearing six per cent interest. It was 
agreed by taxpayer and Bode that he would 
not be liable on the note except to pay the 
same out of funds received from the sale 
of the house. Puck, taxpayer’s president, 
received $5,750 for the lot at the same time. 
Bode tried to sell the property but failed 
to do so until January, 1943, when he sold 
it for $17,500, the then fair market value. 
Some time in 1935 Bode informed taxpayer 
that he was ready to disclaim all hope of 
profit in the house, and offered to deed 
the house to taxpayer free of any claim of 
his. Taxpayer rejected this offer because it 
considered that the house with the $15,000 
mortgage was a liability because of taxes, 
interest, etc. Taxpayer claimed a loss of 
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$10,320 ($10,720 tess $400 payment) in 1943, 
which was disallowed by Commissioner. 
Tax Court upheld the Commissioner’s de- 
termination, not on the grounds that this 
was a joint venture and no debtor-creditor 
relationship existed because taxpayer had 
only a contingent claim, as contended by 
the Commissioner, but on the grounds that 
an identifiable event occurred in 1935, when 
Bode offered the property to taxpayer and 
taxpayer refused to accept the property, 
which established the worthlessness of tax- 
payer’s bad debt at that time. The fact that 
Bode held possession of the real estate did 
not prevent the debt from becoming worth- 
less when the real estate became worthless. 
Western Woodwork & Lumber Company v. 
Commissioner, CCH Dec. 15,790(M). 


STATE COURTS 


Jointly held U. S. Savings Bonds: Pur- 
chased by survivor: Taxability.—Decedent’s 
sister purchased, with her own money, U. S. 
Government Savings Bonds, which were 
made payable to the sister or decedent as 


WASHINGTON TAX TALK—Continued from page 484 


The federal income tax on $150,000 in- 
come, roughly, without figuring the deduc- 
tions, is $107,320. That’s in the 87 per cent 
bracket of the surtax table. The tax on 
$75,000 is figured in the 78 per cent bracket, 
and amounts, roughly, to $43,920. Twice 
that amount is $87,840, or $19,480 less than 
the tax on an income of $150,000. 


Obviously, the Commissioner of Internal 
Revenue cannot change the bracket system, 
—that is, by suggesting such changes to 
Congress,—to bring into line the taxes of 
the residents of these eight states; but he 
will have to suggest something, for other 
states have had their eyes on the Spanish 


co-owners. Decedent died in 1946, and the 
undisputed testimony showed that the bonds 


had been at all times in the sister’s pos- 
session and control, both before and after 
the death of decedent. Although the bonds 
had been kept in a strong box to which 
both decedent and her sister had access, 
they were not subject to inheritance tax.— 
Pa. Estate of Jennie E. Heinlein, Deceased, 
CCH Inheritance, Estate and Gift Tax Re- 
ports { 16,112. 


Presumed death of soldier: Taxability of 
accrued pay to presumptive date of death. 
—The presumed decedent was reported 
missing in action on September 19, 1945. 
A certain amount was paid by the govern- 
ment to his executrix, as representing back 
pay due from the date he was reported 
missing in action to the date fixed by the 
government as the presumptive date of 
death. It is held that estates of presumed 
decedents are taxable for Pennsylvania in- 
heritance tax purposes, and that the back 
pay was not a gratuity but. was subject 
to tax.—Pa. Estate of George Millar, Jr., 
CCH Inheritance, Estate and Gift Tax Re- 
ports ¥ 16,113. 





system and two have been successful in 
converting it to their own income tax ad- 
vantage. 


Of this you can be certain: the Treasury 
is on the side of fairness. It would like to 
extract the Spanish thorn from Uncle’s side 
to end this interference with the equitable 
administration of the federal income tax 
law. But in the event the thorn is buried 
too deep, the Surrey Plan may be healing 
salve in 1948—even though one billion dol- 
lars in revenue would be lost through the 
operation of the community property sys- 
tem in all forty-eight states. 


[The End] 
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STATE TAX CALENDAR 













ALABAMA July 25—— 
July 1 Motor vehicle fuel distributors’, whole- 
Automobile dealers’ report due. salers’ and carriers’ report and payment 
July 10 due. 
Alcoholic beverage report of wholesalers ARKANSAS 
and distributors due. July 1 








Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 


Cigarette dealers’ permit renewal due. 
Public utilities’ gross earnings report and 
remainder of fee due. 















payment due. First Monday. 
Tobacco wholesalers’ and jobbers’ report Bank share tax report due. 
due. July 10 
July 15—— Alcoholic beverages report due. 
Carriers’, warehouses’ and transporters’ Motor fuel carriers’ report due. 
gasoline tax report due. Statement of purchases of natural resources. 
Carriers’, warehouses’ and transporters’ July 20 


lubricating oils tax report due. 








































Motor carriers’ mileage report and tax Gross receipts tax report and payment 
due. due. July 
Oil and gas conservation tax report and Natural resources severance tax report A 
payment due. _and payment due. 
Oil and gas production tax report and Use fuel tax report and payment due. N 
payment due. Third Monday: al 
July 20—— : Bank share tax installment due. J : 
Automobile dealers’ report due. Property tax installment due. : 
Carbonic acid gas report and payment July 25—— jul 
due. ote Motor fuel tax report and payment due. : 
Coal and iron ore mining tax report and 
payment due. | 
Diesel fuel tax report and payment due. ely} CALIFORNIA ju 
Gasoline tax report and payment due. — ; oa - 
Jasper occupation tax return and payment Common carrier distilled spirits tax re- 
due. port and payment due. 
Lubricating oils tax report and payment Gasoline tax report and payment due. 
due. Public utilities transmitting money, tax je 
Motor fuel tax report and payment due. due. 
sg tax report mg —s due. July 15—— 
. c J t . . 
oe es ees See Papen Soe Beer and wine report and tax due. J 
July 30—— Common carriers’ report of alcoholic bev- 
Forest products severance tax report and erages imported due. 
payment due. Distilled spirits report and tax due. 
Motor carriers of property for hire report ; 
ARIZONA and pay gross receipts tax 
July 5 Off-sale general liquor licensees (last day 
Alcoholic beverages licensee’s report due. for filing quarterly report). 
Sales tax report and payment due (most 
July 10—— newly-enacted city sales tax report and 
Wholesalers’ malt, vinous and spirituous payment due—few due on July 20). 
liquors report and payment due. Use fuel tax report and tax due. 
July 15 Use tax report and payment due. 
Gross income report and payment due. July 20—— 
Motor carriers’ report and tax due. Motor carriers’ gross receipts report and 
Use fuel tax report and payment due. tax due. 
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COLORADO 
July 5—— 


Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
July 10—— 
Motor carriers’ report due. 
July 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
July 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Income tax second installment due. 
July 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


July 31 
Property tax second installment due. 


CONNECTICUT 
July 1 
Gasoline tax due. 


July 15—— : 

Cable, car, express, telegraph, telephone, 
electric, gas power and water com- 
panies’ tax returns due. 

Gasoline tax report due. 

Gasoline use tax report and payment due. 


July 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


State Tax Calendar 


DELAWARE 
july 1 
Express companies’ tax due. 
Franchise tax due. 
Railroad tax installment due. 
Telegraph and telephone taxes due. 
July 10— 
Bank share report due. 
July 15 
Filling stations’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverages report due. 
July 30—— 
Income tax second installment due. 
July 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
July 10—— 
Licensed manufacturers’, wholesalers’ or 


retailers’ of alcoholic beverages report 
due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


July 15—— 

Beer tax due. 
July 25—— 

Gasoline tax report and payment due. 
July 31 


Personal property tax return due (last 
day). 


FLORIDA 
July 1 
Auto transportation companies’ 
and tax due. 
Chain store license tax and report due. 
Franchise tax report and payment due. 
July 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
July 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline tax report and payment due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erage report due. 


July 25—— 


Oil and gas production tax report and 
payment due. 


report 
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GEORGIA 
July 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers’ report due. 
July 15—— 
Malt beverage tax report due. 
July 20—— 
Gasoline tax report and payment due. 


IDAHO 





Second Monday: 
Railroads, transmission lines, telephone 
and telegraph companies’ property tax 
report due. 
July 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quar- 
terly installment due. 
July 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 





ILLINOIS 
july 1 
Insurance gross premiums taxes due. 
July 10—— 
Motor carriers’ mileage tax due. 
July 15—— 


Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ report and tax due. 

Sales tax report'and payment due. 
July 20—— 

Gasoline tax report and payment due. 
July 30—— 

Gasoline transporters’ tax report due. 
July 31 

Franchise tax due (last day). 





INDIANA 
July 1—— 
Alcoholic vinous beverage tax due. 
Motor carriers’ registration fee due. 
Navigation companies’ property tax re- 
turn and payment due. 
July 10—— 
Cigarette distributors’ interstate business 
report due. 
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July 15—— July 10 
Alcoholic vinous’ beverage tax due. ees 
Cigarette distributors’ drop shipment re- Pee 

port due. Dist 
Fuel use tax report and payment due. a 

July 20—— Ref 

Bank and trust companies’ intangibles tax Pp! 

report due. 
Bank and trust companies’ share tax re- july } 
port and payment due. Ale 
Building and loan associations’ intangibles Pu 
tax report and payment due. ao 
a 

July 25—— Pu 
Distributors’ and carriers’ gasoline tax : 

report and payment due. July 
u 

July 30——— Oi 
Corporation report due (last day). | 

July 31 July 
Gross income tax report and payment due. B: 

IOWA ag 
D 

July 1 

Chain store license tax due. 
Motor carriers’ additional tax due. 
Stock transfer report due. Jul: 

July 10—— ‘| 
Carriers’ gasoline tax report and tax due. Jul 
Class “A” permittees’ beer tax report and | 

payment due. i 
July 20—— 
Gasoline tax report and payment due. | 
Sales tax report and payment due. : 
Use tax report and payment due. Ju 
KANSAS 
July 10—— 
Malt beverage report due. 
July 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment due. j 
Motor carriers’ gross ton mileage tax re- 


port and payment due. 
July 20—— 


Sales tax report and payment due. 
Use fuel report and payment due. 


July 25—— 


Gasoline tax report and payment due. 


KENTUCKY 





july 1 


Public service commission maintenance 
fee due. 
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July 10—— 

Amusement and entertainment report and 
tax due. 

Cigarette wholesalers’ report due. 

Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


July 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Income tax second installment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


July 20-—— 


Oil production tax report and payment 
due. 


July 21 
,anks’ deposit report due. 
July 31 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
July 1 
Tobacco wholesalers’ report due. 
July 10 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report and pay- 
ment due. 


Importers’ light wine and beer report due. 
Importers’ lubricating oils report due. 
July 15—— 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils report due. 

Intoxicating liquor manufacturers’ 
dealers’ report due. 

Soft drink wholesalérs’ report due. 

Tobacco wholesalers’ report due. 

July 20 

Dealers’ gasoline tax report and payment 
due. 

Dealers’ kerosene tax report and payment 
due. 

Dealers’ lubricating oils tax and report 
due. 

Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer 
tax report due. 


State Tax Calendar 


and 


July 30—— 

Carriers’ quarterly report and payment 
due, 

Gas gathering tax report and payment 
due. 

Natural resources and severance tax re- 
port and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 


MAINE 
July 1 
Bank share tax due. 
July 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


July 15—— 

Use fuel tax report and payment due. 
July 31 

Gasoline tax report and payment due. 


MARYLAND 
July 10 
Admissions tax payment due. 
July 15—— 
Income tax second installment due. 
July 30—— 


Purchasers of cargo lots of motor fuel 
report due. 


July 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 
july 1 
Cigarette license fee due. 
Insurance companies’ premium tax due 
(last day). 
Property tax first installment due. 
July 10 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
July 20—— 
Cigarette tax report and payment due. 
July 31 


Motor fuel tax report and payment due. 


MICHIGAN 
July 5—— 


’ Carriers’ gasoline statement due. 
July 10—— 


Common and contract carriers’ report and 
fee due. 
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July 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 

July 20—— 

Distributors’ gasoline tax report and pay- 
ment due. 


Gas and oil severance tax report and pay- 
ment due (last day). 












MINNESOTA 
July 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
July 15—— 
Interstate motor carriers’ mileage tax due. 
July 23 


Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 



























due. 
MISSISSIPPI 
July 5—— 
Factories’ report due. 
July 10 
Admissions tax report and payment due. 
July 15—— 
Carriers’ gasoline tax report and payment 
due. 







Franchise tax report and payment due. 
Manufacturers, distributors and 
salers of tobacco report due. 
Retailers, wholesalers and distributors of 
light wine and beer report due. 
Sales tax report and payment due. 


Timber severance tax report and payment 
due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


July 20—— 


Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 


July 25—— 
Oil severance tax and report due. 
July 30 
Oil producers’ and purchasers’ report due. 
July 31 
Factories’ annual report due. 





whole- 



























MISSOURI 





July 5—— 


Non-intoxicating beer permittees’ report 
due. 
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First Monday 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax returns due (last 


day). 
July 10—— 


Oil inspection tax report and payment 


due. 


Receivers of petroleum products report 


due. 


July oe 


Alcoholic beverage sales report due. 

Retail sales tax report and payment due. 

St. Louis withholding tax payment and 
return due. 


July 25—— 


Use fuel tax report and payment due. 


July 31 





Gasoline distributors’ report and payment 


due. 
Soft 


drinks manufacturers’ 


payment due. 





july 1 


MONTANA 


report and 


Moving picture theatre-licenses issued and 


tax due. 


July 15—— 


Brewers, wholesalers and transporters of 


beer report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ annual and additional fee 


due. 
July 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum report due. 


July 30—— 


Carbon black producers’ license tax re- 
port and payment due. 
Cement producers’ and dealers’ tax re- 
port and payment due. 
Coal mine operators’ tax report and pay- 


ment due. 


Oil producers’ license tax report and pay- 


ment due. 


Telegraph and natural gas companies’ tax 
and report due. 





July 1 


NEBRASKA 


Domestic corporations’ occupational tax 


reports and payment due. 


Personal property tax second installment 


due. 
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July 15— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due, 


July 31 


Foreign corporations’ occupational tax and 
report due (last day). 


and 


NEVADA 
July 1 
Corporation report due. 
First Monday 
Electric light, heat and power, gas, street 
railways, telegraph, telephone and wa- 
ter companies’ tax due. 
July 10— 
Liquor report by out-of-state vendors due. 
Second Monday 
Property tax return due (last day). 
July 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
July 17 
Toll roads and bridges quarterly tax and 
report due. 


July 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 
July 31 
Mines’ net proceeds tax report due. 


NEW HAMPSHIRE 
July 1—— 
Public utilities’ property report due. 
July 10—— 

Manufacturers’ and wholesalers’ alcoholic 
beverages report due; wholesalers’ pay- 
ment due, 

July 15—— 

Use fuel tax report and payment due. 
July 31 

Motor fuel report and tax due. 


NEW JERSEY 
July 10—— 
Busses (interstate) report and excise tax 
due. 


Busses (municipal) gross receipts report 
and tax due. 


Jitneys in municipalities—gross receipts 
report and tax due. 


State Tax Calendar 


July 20—— 
Alcoholic beverage retail consumption 


and retail distribution licensees’ report 
and tax due. 


July 30—— 
Carriers’ gasoline tax report due. 


July 31 


Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
July 1 


Merchants’ license tax second semi-annual 
or third quarterly installment dug. 


July 15—— 
Income tax due. 


Occupational gross income tax report and 
payment due. 


Oil and gas conservation report due. 
Severance tax and report due. 


July 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipeline operators’ license tax due. 


July 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


July 30—— 


Oil and gas well production tax report 
due. 


NEW YORK 
July 1—— 


Village property tax due (last day). 


July 15—— 
New York City occupancy tax return and 
payment due. 


Personal income tax return second install- 
ment due. 


July 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and return 
on room rentals in hotels, apartment 
hotels and rooming houses due. 
New York City retail sales tax return and 
payment due. 


New York City use tax return and pay- 
ment due. 
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July 25—— 


New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 


july 31 
Gasoline tax report and payment due. 





NORTH CAROLINA 
July 10— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines report and payment due. 
Railroads’ alcoholic beverage report due. 


july 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


July 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


july 31 
Franchise tax report and payment due. 


Lightning rod dealers’ and manufactur- 
ers’ report and payment due. 





NORTH DAKOTA 





july 1 
Oleomargarine license fees due (biennial 
requirement). 
Railroad and telephone company property 
tax report due. 
July 10 
Cigarette distributors’ report due. 
July 15—— 
Beer tax report and payment due. 


Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


July 20 
Sales tax report and payment due. 
Use tax report and payment due. 


July 25 
Use fuel tax report and payment due. 











OHIO 
July 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 
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July 15—— 
Cigarette use tax and report due. 
Franchise tax due, 

Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax report and payment due. 


July 20—— 

Bank share tax due. 

Dealers’ gasoline tax report due. 

Domestic insurance companies’ premiums 
tax due. 

Intercounty corporations’, dealers in in- 
tangibles, and public utilities’ intangi- 
bles tax due. 


July 30—— 
Carriers’ gasoline tax report due. 
July 31 
Gasoline tax due. 


Supplemental sales tax report and pay- 
ment due. 





OKLAHOMA 
july 5—— 
Operators’ report of mines other than 
coal due. 


July 10—— 
Airports’ gross receipts report and tax 
due, 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


July 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


July 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


July 30—— 
Cotton manufacturers’ report and tax due. 
July 31 


Oil, gas and mineral gross production re- 
port and payment due. 
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OREGON 





July 1 
Corporation license tax report due. 


July 10— 
Oil production tax report and payment 
due. 


July 15—— 
Excise (income) tax second installment 
due. 
Personal income tax second installment 
due. 


July 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Gasoline tax report and payment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


PENNSYLVANIA 
July 10—— 
Importers of spirituous and vinous liq- 
uors report due. 
Malt beverage report due. 


July 15— 

Employers’ return of tax, withheld at the 
source under the Philadelphia income 
tax, due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


July 31 
Gasoline tax report and payment due. 
Philadelphia personal property tax due. 





RHODE ISLAND 
July 10—— 
Manufacturers’ alcoholic beverage report 
due. 


July 15—— 
Gasoline tax report and payment due. 


SOUTH CAROLINA 
July 1 
Motor carriers’ tax installment due. 
July 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 


Power tax return and payment due (last 
day). 


July 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil tax return and payment 
due. 


July 30—— 
Insurance companies’ premiums tax re- 
port and semi-annual installment due. 





State Tax Calendar 


july 1 





SOUTH DAKOTA 





Motor carriers of passengers tax due. 


July 10—— 


Interstate motor carriers’ report and tax 
due. 


July 15—— 


Alcoholic beverage sales report due. 

Carriers’ gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax report due. 

Motor carriers of property tax due. 

Occupational retail sales tax quarterly re- 
turn and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment due. 


July 20—— 


Passenger mileage tax due. 


July 30—— 
Mineral products severance tax report 
and payment due. 


TENNESSEE 
July 1 
Corporation report and fee due. 
Excise (income) tax return, payment and 
information return due. 
Franchise tax report and payment due. 


July 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


July 15—— 
Carriers of use fuel report due. 
Users of fuel report due. 


July 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 





TEXAS 
july 1 
Commercial and collection agencies’ tax 
report and payment due. 
Contract carriers’ occupation tax report 
and payment due. 
Public utilities’ tax report and payment 
due. 
Radios, cosmetics and playing cards tax 
report and payment due. 
Sulphur production tax report and pay- 
ment due. 
Textbook publishers’ tax report and pay- 
ment due. 
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July 15—— 


Oleomargarine dealers’ report and tax 
due. 


July 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 


Users of liquefied gases and liquid fuel 
tax report and payment due. 


July 25—— 


Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres tax report 
and payment due. 


July 30—— 


Oil production tax report and payment 
due, 


UTAH 





July 1 
Public utility fee due. 

July 10—— 
Carriers’ use fuel tax report due. 
Liquor licensee report due. 

July 15—— 
Sales tax return and payment due. 


Salt Lake City occupation tax return and 
payment due. 


Use fuel tax report and payment due. 

Use tax return and payment due. 
July 25—— 

Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


July 31 
Employers’ report due. 





VERMONT 
July 10— 


Alcoholic beverage tax report and pay- 
ment due. 


Property tax installment due. 
July 15—— 


Electric light and power companies’ re- 
port and tax due. 


July 31 
Gasoline tax report and payment due. 
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VIRGINIA 
July 10—— 


Beer dealers’, bottlers’ and manufactur- 
ers’ report due. 


July 15—— 
Motor carriers’ tax due. 
July 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 
July 31 
Gasoline tax report and payment due. 


Motor carriers’ quarterly road tax and 
report due. 





WASHINGTON 

July 1 

Foreign and domestic corporations’ license 
tax and report due, 


July 10. 


Brewers and manufacturers of malt prod- 
ucts report due. 


July 15—— 
Auto transportation companies’ report and 
payment due. 


Butter substitutes report and payment 
due. 


Cigarette wholesalers’ report of drop ship- 
ments due. 


Gross income tax return and payment due. 


Public utilities gross operating tax report 
and payment due. 


Sales tax report and payment due. 


Seattle occupation tax report and payment 
due. 


Use tax report and payment due. 


Vancouver occupation tax report and pay- 
ment due. 


Wholesalers’ cigarette drop shipment re- 
port due. 


July 20—— 
Use fuel tax report and payment due. 
July 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 





WEST VIRGINIA 
july 1 
Domestic corporations’ license tax and re- 
port due. 
Motor vehicle and carrier registration and 
fee due. 
Public utilities’ additional fee due. 
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July 10— 


Alcoholic beverage tax report and pay- 
ment due. 


ly 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due, 


ily 30—— 

Beer dealers’ annual report due. 

Gasoline tax report and payment due. 

Occupational gross income tax quarterly 
report and payment due. 


WISCONSIN 
July 1 
Motor carriers’ flat tax due. 


July 10— 
Alcoholic beverages tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
Oleomargarine tax report and payment 
due. 


July 15—— 


Motor truck registration and fee due. 


July 20—— 
Gasoline tax report and payment due. 


July 31 


Real property tax semi-annual installment 
due. 


WYOMING 
July 1 
License (franchise) tax report and pay- 
ment due. 


July 10—— 
Carriers’ gasoline tax report due. 


July 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 





FEDERAL TAX CALENDAR 





July 10—— 

Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. June, being 
the last month of a quarter, employer 
may elect to include with his quarterly 
return on Form W-1, due on or before 
July 31, direct remittance of the amount 
withheld during June. 


July 15—— 
Return of stamp account by brokers, 


dealers in securities, etc., due for June. 
Form 828. 


Due date, by general extension, of returns 
for year ending January 31 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty out- 
side the United States. Forms: (1), 


Form 1065; (2)-(4), Forms 1120 and 
1121; (5), Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal year ending 
February 28, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for June. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries of 
the United States, of requisitions for all 
stamps purchased during the preceding 
month, with statement showing stamps 
on hand at beginning and end of such 
month and stamps sold during that 
month. Payment also due for proceeds of 
sales of stamps sold during preceding 
month. 

July 31 

Returns for excise taxes due for June. 
Forms 726, 727, 728, 728 (a), 729, 932. 

Due date of quarterly return of income 
tax withheld on wages. Form W-1. 

Due date of quarterly return of tax with- 
held at source on corporate and gov- 
ernment bond interest. Form 1012. 
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